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THE ADMINISTRATION OF THE FEDERAL INTER- 
EST-BEARING DEBT SINCE THE ARMISTICE 


I 

On October 31, 1918, the interest-bearing debt of the United 
States stood at $18,335 millions. The composition of this sum 
was as follows: pre-war debt, $893 millions; Liberty bonds, 
$13,248 millions; Treasury certificates of indebtedness issued 
in anticipation of loans and taxes, $3,286 millions; Treasury 
(war) savings securities, $847 millions; and special certificates 
of indebtedness issued under the Pittman Act, $61 millions. 
Seven years later, on October 31, 1925, the interest-bearing 
debt amounted to $20,141 millions. The pre-war debt had de- 
clined to $766 millions, and the remainder, $19,375 millions, 
represented as of that date the amount which was yet to be 
redeemed before the world-war obligations had been fully met. 
Table I fills in the gaps by presenting a summary of the interest- 
bearing debt as of the closing day of each intervening ‘fiscal 
year as well as for the dates selected to mark the beginning and 
the end of the period under discussion. 

This table reveals an increase of $6,899 millions between 
October 31, 1918, and the end of the fiscal year 1919, or more 
than 3314 per cent of the amount outstanding on the earlier 
date. The peak of the interest-bearing debt was reached on 
August 31, 1919, when it attained the elevation of $26,349 mil- 
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lions. From this high point it has steadily receded; but the skil- 
ful management of the debt over this seven-year period, and the 
program of rapid repayment that has been so consistently fol- 
lowed, have not yet reduced the total to the figure at which it 
stood eleven days before the fighting stopped. 

The table presents, also, a view of the detailed changes in 
the composition of the interest-bearing debt during the period 
covered. The story of these changes is very largely the story of 
the Treasury Department’s handling of the immense short-term 
debt which was one of the financial heritages of the struggle. 
The magnitude of this achievement and the skill with which it 
has been executed alike make it worthy of consideration, not 
simply with respect to the technique developed and the sources 
of the funds employed, but also with regard to the light that 
may be shed upon the problems and the program of future debt 
redemption. Each of these aspects will be examined. It seems 
desirable, however, to preface the discussion with a brief ac- 
count of the different forms of debt outstanding at the begin- 
ning of the operations to be described. The facts regarding 
these issues are quite generally known, and no comment re- 
garding them is required further than that necessary to get in 
hand the threads of the subsequent course of events. 


II 


The pre-war debt.'—The pre-war debt has not been touched 
by the Treasury, by way of redemption, except at the maturity 
of some part thereof. The bulk of the bonds representing this 


* At the opening of the fiscal year 1919 the pre-war debt was composed of 
the following : 
Compols Of 1990 . . «Ot wl ltl] CB RE ROP 
Loanofrg08-18 . . . . a a dein" 63,945,460* 
Loan of1925 . : ; - . ; ‘ : 118,489,900* 
Panama Canalbonds . . ‘ 3 ‘ : 124,901,580 
Conversion bonds . . . ; ‘ 28,894,500 
One-year notes 7 : . ss - ‘ ; 19,150,000 
Postal-savings bonds . é , . > . 11,060,760 


Total biiip te Lima wag . ss (si) 6) gia 
*The asterisk denotes bonds bearing the circulation privilege. 
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debt carry the circulation privilege, and command for that rea- 
son a differential price advantage which would make sinking- 
fund purchases out of the question in view of the established 
practice of applying this fund only to the purchase of debt ob- 
ligations at a price not greater than par and accrued interest. 

During the fiscal year 1919 the Spanish War loan of 1908- 
18 matured (on August 1, 1918). The original principal of 
$198,722,c00 had been reduced by earlier sinking-fund pur- 
chases and by conversion into consols to $63,945,600. The 
First Liberty Loan Act (Sec. 4) had authorized the Secretary 
of the Treasury to refund this debt by issuing additional first- 
loan bonds to the amount of the bonds of 1908-18 outstanding. 
The Secretary did not take this step, but called the bonds for 
redemption at their maturity. The amount involved was not 
large, to be sure, in comparison with the current weekly or 
monthly expenditures, and the redemption was a gesture calcu- 
lated to impress the public with the promptness with which the 
government met its debt obligations.” The incident may serve, 
however, to emphasize the desirability of early debt redemption 
in general, for the maturity of one debt in the midst of great 
efforts to float further issues contains possibilities of serious em- 
barrassment. 

The pre-war debt operations of the fiscal year 1919 included 
also the retirement of $19,150,000 one-year Treasury notes that 
had been issued under the provisions of Section 18 of the Fed- 
eral Reserve Act. This section, which became operative at the 
end of the year 1915, required the Federal Reserve banks to 
purchase from member banks 2 per cent consols bearing the cir- 
culation privilege, to a maximum of $25,000,000 in any year, 
and authorized these banks to exchange the consols thus ac- 
quired at the Treasury for one-year gold notes te an amount not 
exceeding one-half of the 2 per cent bonds, and thirty-year 3 

* Secretary of the Treasury, Report (1919), pp. 113, 114. Redemption under 
the circumstances then obtaining could only mean a substitution of new debt for 
old, as the government obviously had no clear funds for the actual reduction of 


debt. Sec. 1 of the Third Loan Act renewed authorization to issue bonds suffi- 
cient to replace the funds used in redeeming the Spanish War bonds redeemed. 
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per cent bonds for the remainder. Bond-exchange operations in 
accordance with this provision began on April 1, 1916, and con- 
tinued on the succeeding quarterly dates to April 1, 1917, when 
the bond-purchase requirement was suspended. In all, $27,362,- 
ooo of one-year notes were issued, and to April 1, 1918, the suc- 
cessive issues were refunded as they matured by requiring the 
Federal Reserve banks to purchase a like quantity of similar 
notes. On April 1, 1918, $8,212,000 of these notes were retired, 
and during the fiscal year 1919 the remainder were redeemed 
as they matured.* 

Liberty bonds—The Fourth Liberty Loan campaign was 
formally opened on September 28, 1918, and closed on October 
19. In this period subscriptions totaling $6,989,047,000 were 
received and allotted in full. The change in the total of Liberty 
bonds outstanding between October 31, 1918, and June 30, 
1919, represents chiefly the completion of the issue of the 
Fourth Loan bonds. Vast as this sum was it afforded the gov- 
ernment clear funds for but little more than a month’s expendi- 
ture at the current rate, as a total of $4,659,820,000 of Treasury 
certificates of indebtedness had been issued, between June 25 
and October 1, 1918, in anticipation of the fourth loan. 

Loan and tax certificates of indebtedness —The introduc- 
tion and use of the short-maturity Treasury certificate of in- 
debtedness was one of the most interesting and important as- 
pects of the Treasury’s war-finance program.* Professor Hol- 
lander has outlined the earlier history of these certificates and 
has discussed their relation to the general course of credit infla- 


* Ibid. (1918), pp. 78, 79. 

“The War Revenue Act of March 3, 1917, had authorized the issue of a 
maximum of $300,000,000 of certificates of indebtedness, at an interest rate not 
greater than 3 per cent, and for a maturity not longer than one year. The First 
Liberty Loan Act, approved April 24, 1917, increased the maximum that might 
be outstanding to $2,000,000,000 and the interest rate to 334 per cent (Sec. 6). 
The Second Liberty Loan Act, approved September 24, 1917, removed the re- 
striction on the interest rate and increased the limit of outstanding certificates to 
$4,000,000,000 (Sec. 5). The Third Liberty Loan Act, approved April 4, 1918, 
raised this maximum to $8,000,000,000 (Sec. 4); and the Victory Liberty Loan 
Act, approved March 3, 1919, pushed it up to $10,000,000,000 (Sec. 3). 
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tion and price advance.’ They were highly flexible, and through 
their use the government readily obtained command over gen- 
eral purchasing power; but the progressively expanding pres- 
sure of the war requirements brought the Treasury perilously 
near the practice of certificate refunding—a condition which 
might have entailed serious consequences had the struggle been 
prolonged.® Fortunately, we were spared these trials, and al- 
though there was some later refunding of loan certificates, the 
progress that was then being made toward a more satisfactory 
basis of the debt as a whole deprived the procedure of the ill 
effects which it might have produced under other circumstances. 

The only issue of tax-anticipation certificates outstanding 
on October 31, 1918, was that of August 20, maturing on July 
15, 1919. The nominal amount of this issue was $157,552,500. 
The remainder outstanding on October 31, as shown by Table I, 
had been issued in anticipation of the fourth Liberty loan. 

The Pittman Act certificates—The Pittman Act, as it is 
generally called, was approved on April 23, 1918. It authorized 
the Secretary of the Treasury to melt or break up and sell as 
bullion not in excess of 350 million silver dollars from the Treas- 
ury stock of these coins. Any silver certificates outstanding 
against such coins were to be retired. The bullion so obtained 
was to be sold at such prices and on such terms as might be 
established by the Secretary of the Treasury, but at not less 
than $1.00 per ounce of fine silver. To replace the silver thus 
disposed of, the Director of the Mint was to purchase, subject to 
the instructions of the Secretary of the Treasury, of the product 
of mines situated in the United States and of reduction works so 
located, an equivalent amount of silver at the fixed price of 
$1.00 per fine ounce. In order to prevent currency contraction 
the Federal Reserve Board was to permit or require, on request 
of the Secretary of the Treasury, the issuance of Federal Re- 


°J.A. Hollander, War Borrowing (1919). 

* Ibid., pp. 105, 198 n. The Treasury had actually invited refunding of cer- 
tain certificate issues in the circulars offering new emissions in 1918 Cf. the cir- 
culars of April 22, August 20, and November 7, 1918 (Secretary of the Treasury, 
op. cit. [1918], pp. 204 ff). 
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serve Bank notes to an aggregate amount not exceeding the 
number of silver dollars melted, upon deposit as security there- 
for of United States certificates of indebtedness or of one-year 
gold notes. As the new silver was coined the Federal Reserve 
Bank notes were to be retired and the certificates of indebted- 
ness deposited as security were to be redeemed and canceled. 

The sales of silver bullion were for the purpose, according 
to Section 3 of this Act, 


of conserving the existing stock of gold in the United States, of facilitating 
the settlement in silver of trade balances adverse to the United States, of 
providing silver for subsidiary coinage and for commercial use, and of assist- 
ing foreign governments at war with the enemies of the United States. 


The primary inspiration of the Pittman Act appears to have 
been the critical currency and exchange situation that had de- 
veloped in British India, a country which has always had an un- 
usual capacity to absorb the precious metals without displaying 
the usual consequences of such action. The consumption of cer- 
tain Indian products, as jute and hides, had been tremendously 
increased by the war demands, and a balance of payments in 


favor of India had been created far in excess of the capacity of 
the Indian import trade to offset. The shipment of gold to In- 
dia would be regarded at any time as unwise on account of the 
tendency to hoarding, and it was out of the question during the 
war. The release of the relatively useless silver, which the 
United States Treasury was carrying as security for the silver 
certificates, permitted Great Britain to adjust the balance of 
payments by the delivery of silver. After the war it was neces- 
sary, on account of the high price of silver, to export silver from 
the United States to the Orient, in order to equalize the ex- 
changes and prevent the melting of dollars into bullion.’ In all, 
200 million ounces of silver were sold to Great Britain, at the 
price of $1.00 per fine ounce plus expenses and the value of the 
copper content.*® 

The operations conducted under the Pittman Act had no 
effect on the volume of currency in circulation, and consequent- 

"Secretary of the Treasury, op. cit. (1920), p. 596. 

® Ibid. (1918), p. 42. 
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ly no effect on the course of prices. The sale price realized from 
Great Britain was the same as that later paid for the new silver 
purchased, so that the transaction as a whole meant neither 
profit nor loss for the government. Since the British govern- 
ment was receiving credits under legislation already enacted, 
the purchase of silver amounted to an additional advance equiv- 
alent to the sale price, to be included in the total debt owing 
from Great Britain to the United States. 

The American silver interests were beneficiaries to the ex- 
tent that the fixed purchase price of $1.00 per ounce exceeded 
the price that they might have obtained for their silver during 
the period in which the mint was replenishing the Treasury 
stock. The upward movement of silver prices carried them in 
1919 beyond the melting-point of the silver dollar, and for a 
time beyond the melting-point of our subsidiary currency. Nat- 
urally no silver would be available to the Mint under the terms 
of the Pittman Act while this condition lasted. Purchases under 
this Act began in May, 1920, and the average price of silver 
while the Mint was in the market was about $0.70 per ounce. 
The fixed relation between sale and purchase prices had an 
ostensible justification in safeguarding the Treasury against 
loss in the enterprise, but this could have been accomplished as 
well by providing that the repurchase price should not exceed 
$1.00 per ounce, thus permitting the Mint to delay action until 
such time as the market price had declined to this level or below 
it. As a matter of fact, the old doctrine of “doing something 
for silver” has here cropped out again. The restrictions set up 
on the source of the silver eligible for purchase sustain this 
view. The increasing cost of mine operation resulting from the 
rising price level had begun to affect adversely the marginal 
producers of both gold and silver, and both groups were eager 
to have the government take steps that would safeguard their 
profits. Such action would have been especially illogical in the 
case of gold and silver producers, but the demand for it was not 
inconsistent with the characteristic American policy of protec- 


* The average price of silver in the New York market during April, 1918, 
was $0.98394 per ounce. 
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tionism. The market price of silver held above $1.00 per ounce 
until May, 1920, and the subsidy feature of the Pittman Act 
remained inoperative until that time. It was of course entirely 
unnecessary thereafter, for the rapid decline of general prices 
that set in during the second half of 1920 should have resulted 
in such readjustments of mining costs as would quickly have 
restored the equilibrium of the silver industry, thus making a 
subsidy as unjustifiable then as it would have been prior to the 
price increase of 1917. 

Special certificates of indebtedness.—lIn addition to the loan 
and trust anticipation certificates, the Treasury used from time 
to time special certificates of indebtedness, for various special 
purposes, such as anticipating transfers or remittances of funds, 
and establishing credits abroad. The maturity of these special 
issues was usually very brief, frequently not more than a few 
days, and the interest rate paid ranged between 2 and 4% per 
cent. On account of their transient character they do not bulk 
large in the periodical cross-section of the public debt presented 
in Table I, and further reference to them will be omitted.*° 

Treasury (war) savings securities ——The original authori- 
zation for the issue of the war-savings securities was provided 
in Section 6 of the Second Liberty Loan Act. An outline of the 
general terms of the securities to be created is found in the fol- 
lowing extracts from this section: 


. . . . The Secretary of the Treasury is authorized to borrow... . 
on the credit of the United States ... . and to issue ... . at such prices 
and upon such terms and conditions as he may determine, war-savings cer- 
tificates of the United States on which interest to maturity may be dis- 
counted in advance at such rate or rates and computed in such manner as he 
may prescribe Each war-savings certificate so issued shall be pay- 
able at such time, not exceeding five years from the date of its issue, and 
may be redeemable before maturity, upon such terms and conditions as the 
Secretary of the Treasury may prescribe. The sum of war-savings certifi- 
cates outstanding shall not at any one time exceed in the aggregate $2,000,- 
000,000. The amount of war-savings certificates sold to any one person at 


” Cf. J. M. Chapman, Fiscal Functions of the Federal Reserve Banks, p. 85. 
The total turnover of these special issues to October 31, 1921, was $19,098,411,808 
(Secretary of the Treasury, op. cit. [1921], p. 68). 
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any one time shall not exceed $100, and it shall not be lawful for any one 
person at any one time to hold war-savings certificates to an aggregate 
amount exceeding $1,000. The Secretary of the Treasury may, under such 
regulations and upon such terms and conditions as he may prescribe, issue, 
or cause to be issued, stamps to evidence payments for or on account of 
such certificates. 


The device that is here described was modeled upon a simi- 
lar plan which had been developed earlier in England. An im- 
portant factor in its introduction in the United States was the 
desire to combat the effects of the slogan, “Business as Usual,” 
to which should be added the positive motive of inculcating 
habits of thrift. The campaign for the sale of war-savings cer- 
tificates was formally opened on December 3, 1917. The small 
denominations of the securities offered permitted all classes to 
have a share in the government financing, and the nation-wide 
sale of the stamps and certificates was promoted under the di- 
rection of the National War Savings Committee. The Post- 
Office Department and special agents serving without compen- 
sation co-operated, and to November 1, 1919, 151,361 savings 
societies had been formed to foster thrift and economy among 
their members."* A total of $847 millions had been borrowed by 
this means to October 31, 1918. There can be little doubt that 
this sum represented to a large degree genuine savings, drawn 
from the pockets of rich and poor alike, without the resort to 
bank credits that was involved in so much of the certificate 
financing. 

III 

The course of events during the seven years from October 
31, 1918, to the similar date in 1925 will now be sketched chron- 
ologically with a view to bringing out the main features of the 
Treasury’s administration of the debt over this period. 

October 31, 1918, to June 30, 1919.—The government’s 
financial position at the time of the Armistice was, for the mo- 
ment, favorable. Although the short-term debt as of October 31 
was in excess of four billions, it did not at that time present 
serious complications, for the war-savings certificates issued in 

™ Secretary of the Treasury, op. cit. (1918), p. 32. 
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1918 did not mature until January 1, 1923, and the outstanding 
loan certificates of indebtedness were more than covered by the 
deferred instalments of the fourth loan.” 

This favorable position was, however, but temporary. De- 
spite the liquidation of the certificates issued in anticipation of 
the fourth loan, it appears that by June 30, 1919, an almost 
equal amount of loan and tax certificates had again been issued, 
and that in addition, a still larger quantity of new debt obliga- 
tions, the Victory notes, had been created. The miscellaneous 
debt obligations had also increased somewhat. This simply 
means that in the financial sense the war did not end with the 
Armistice, nor for a considerable time thereafter. It was not 
possible to halt the immense and extensive machinery of war 
preparation as suddenly as the firing had ceased. Demobiliza- 
tion was almost as expensive as mobilization, and the govern- 
ment was compelled, for some months subsequent to the Armi- 
stice, to continue its expenditures at practically the rate of the 
war-time peak, while the high monthly outgo throughout the 
fiscal year 1919-20 reflected the slowly diminishing impetus of 
the war momentum. 

In view of the Treasury’s situation at the time of the Armi- 
stice, a large part of the subsequent task of short-debt manage- 
ment, as well as of the country’s tax burden for the interest and 
redemption charges thereof, may be said to have been due to 
the inability to stop instantly the extraordinary expenditure. 
That such was impossible is clearly evident. Whether as great 
efforts in this direction were made as might have been made is 
beyond the scope of the present inquiry, which deals rather 
with the results that actually came to pass. It is one of the 
ironies of fate, however, that a considerable proportion of the 
debt accumulated after the Armistice was due to the acquisition 
at war prices of unneeded stocks of war materials and equip- 
ment which were later sold at salvage prices to provide funds 
for debt reduction. 

The government’s needs for the immediate future and the 


* Ibid. (1919), p. 35. 
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Treasury’s plans for meeting them were laid before the bankers 
of the country by the Secretary of the Treasury in a general let- 
ter under date of November 27, 1918. He wrote in part as 
follows: 


The proceeds of the Fourth Liberty loan in excess of the certificates 
issued in anticipation of that loan have been exhausted; and the remaining 
installment payments on that loan will but little more than cover the Treas- 
ury certificates on indebtedness issued in anticipation of that loan and as yet 
unpaid. Evidently some time must elapse before the readjustment from a 
war to a peace basis can reflect itself in material diminution of the daily 
cash outgo from the Treasury Uncertainties with respect to pending 
revenue legislation make it impracticable to borrow further at this time in 
anticipation of taxes. In this period of readjustment it would be difficult to 
set in motion any plan for the continuous sale of Government bonds, and it 
seems that the wise policy will be to plan for one more great popular cam- 
paign in the spring for the sale of bonds, which would be of short maturities, 
and meantime provide for the Government’s necessities by the issue of 
Treasury certificates at fortnightly intervals.1* 


This letter continues by outlining the plan for the issue of 
loan certificates in anticipation of the next Liberty loan. The 
bi-weekly offering was to be not less than $500 millions nor 


more than $750 millions, at an interest rate of 4% per cent. 
The Federal Reserve banks, it was said, “will advise all Na- 
tional and State banks in their respective districts of the 
amount of certificates which they are expected to take from time 
to time in pursuance of this program, which amount can be fig- 
ured roughly to equal 2% per cent of the gross resources of each 
bank and trust company for every period of two weeks, or a 
total of 5 per cent monthly.” The letter closed, as it began, on a 
note of patriotic appeal evidently designed as sugar coating 
for the pill which was here offered. 

In accordance with this plan the outstanding loan and tax 
certificates rose rapidly from $2,183 millions on November 30, 
1918, to their peak of $6,428 millions on May 5, 1919. The 
outstanding Liberty bonds increased by $1,256 millions in the 
same time, chiefly as a result of the continued distribution of 
the fourth Liberty-loan bonds. Meantime the Victory Liberty 


* Ibid., p. 57. 
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Loan Act had been enacted, on March 3, 1919, and the details 
of the campaign of flotation had been outlined. This final war 
issue, with a maturity of four years,’* was essentially a short- 
term refunding of the mass of Treasury certificates that had 
accumulated since the Armistice. The problem of again refund- 
ing these obligations at the maturity of the Victory notes in- 
creased materially the Treasury’s task of handling the short- 
term debt situation. Happily, this phase of post-war financial 
administration is now past, although some of its consequences 
have simply been deferred for a time. 

The campaign for the sale of the Victory notes was closed 
on May 10, 1919, after three weeks of intensive sales effort, 
with an oversubscription of $749,908,000, or 16.6 per cent. The 
excess was rejected, and the final allotment, after certain ad- 
justments and cancellations of army and navy subscriptions, 
amounted to $4,498,312,000. At the close of the fiscal year 
1919, $3,468 millions of these notes were outstanding, while 
the aggregate of loan and tax certificates had by this time de- 
clined by $3,164 millions from the peak of two months previous, 
as a result of the rapid delivery of interim certificates and defini- 
tive notes, for which the loan-anticipation certificates were ten- 
dered in payment. A considerable proportion of these certificates 
had been carried by the banks, a natural outcome of the plan 
of issue by definite allotment. On January 31, 1919, the mem- 
ber banks making weekly reports to the Federal Reserve banks 
were Carrying as an investment 38.1 per cent of all outstanding 
certificates. At the end of May the proportion so held was 35.5 
per cent, and at the end of June it was 28.1 per cent.’ The Fed- 
eral Reserve banks were then carrying on investment account a 

% The notes were issued in two series, bearing, respectively, 334 and 434 per 
cent. The former were exempt from income surtaxes and the excess profits tax, 
while the latter were exempt from normal income taxes only. Cf. Division of 
Loans and Currency, Department Circular 138, 1919. In Report (1919), p. 242. 

* The number of reporting member banks during 1919 ranged from 763 to 
773. They were said to control about 40 per cent of the commercial banking 


resources of the country, and to have subscribed in the first instance to about 
75 per cent of the outstanding issues of certificates. Cf. Secretary of the Treasury, 


op. cit. (1921), p. 5. 
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negligible quantity of war securities, but their holdings of dis- 
counted bills secured by war paper as collateral rose from 
$1,092.4 millions on October 25, 1918, to $1,802.9 millions on 
May 29, 1919, a movement which reflects the part played by 
the reserve banks in the absorption of the flood of certificates 
then being issued. 

The fiscal year 1920.—The net result of the changes in the 
volume of interest-bearing debt outstanding during the fiscal 
year 1920 was a decline of $1,173 millions, accomplished by a 
reduction of $969 millions in the Liberty bonds and $205 mil- 
lions in the short-dated debt.** 

The drop of nearly a billion dollars in the quantity of Lib- 
erty bonds outstanding was the result of the purchases made 
by the Treasury directly or through the War Finance Corpora- 
tion, in accordance with the following provisions of law: 

First, the first and second Liberty-loan acts provided that 
repayments by foreign governments on account of the principal 
of their obligations bought by the United States with funds ob- 
tained under those acts should be used for the retirement of 
Liberty bonds. 

Second, Section 7 of the Federal Reserve Act authorized the 
Secretary of the Treasury, in his discretion, to use the proceeds 
of the franchise tax paid by the Federal Reserve banks to re- 
duce the indebtedness of the government. 

Third, the second and third Liberty loan acts authorized 
the Secretary of the Treasury to buy, at his discretion, in any 
one year Liberty bonds equal to 5 per cent of the amount there- 
of outstanding at the beginning of that year. This practice was 
to lapse at the end of one year following the close of the war. 
The avowed object of the plan was to support the market for 
the bonds, a very important desideratum for the Treasury while 
it faced the necessity of floating additional issues. The situation 

**T. D. Zukerman, “Are We Redeeming Our National Debt Too Hastily?” 
Pol. Sci. Quart., XL (June, 1925), 248, discusses the changes in the net debt, tak- 
ing into account non-interest-bearing debt and changes in Treasury balances. On 
this basis, the reduction of net debt during the fiscal year 1920 was $148,412,646. 


See below, pp. 453 ff., for a discussion of the sources of the funds used in the proc- 
ess of debt reduction. 
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had been carefully explained to the House Ways and Means 
Committee by Secretary McAdoo during the hearings on the 
third Liberty loan bill.** In the course of this explanation Mr. 
McAdoo took the position that it was necessary to keep the rate 
of interest at a reasonable figure, and he regarded the bond- 
purchase plan as an inexpensive method of supporting the mar- 
ket, thereby facilitating further flotations at moderate rates. 
This meant, as he emphasized, that the government would sim- 
ply need to sell a few more bonds and then buy some of them 
back, in order to offset the depressing influence of the rate of 
interest. 

The primary reason for the continued exercise of the discre- 
tionary authority to purchase bonds in the market during the 
fiscal year 1920, when the government had no intention of un- 
dertaking another large loan, was the decline in bond prices that 
occurred during this year, and the pressure which developed in 
favor of some sort of public action to support the market. The 
Treasury rightly took the position that the government was not 
responsible for the course of the market, and that a discount on 
the bonds was in no way a reflection on the government’s ability 
to repay them at maturity. The country was in the grip, how- 
ever, of the events that were swiftly leading up to the crisis of 
1920-21, and the Treasury’s activities in the bond market were 
designed to afford some restraint to the depreciation which an 
instrument yielding a fixed rate of return inevitably suffers 
during such periods of rampant speculation. 

The operations in certificates of indebtedness during the fis- 
cal year 1920 were characterized by a continued heavy use of 
the loan certificate, by the adjustment of all tax-anticipation 
certificate maturities to the quarterly income-tax payment dates, 
and by a marked shrinkage in the amounts subscribed to the 
successive offerings as the critical character of the country’s 
general financial condition became more apparent during the 
spring and early summer of 1920. 

The Treasury’s position at the opening of this year was af- 


“Cf. the summarized statement in Secretary of the Treasury, op. cit. 
(1920), p. 110. 
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fected also by the fact that the principal of the Victory loan had 
been limited to $4,500 millions, whereas there had been issued, 
between December 5, 1918, and May 1, 1919, in anticipation of 
this loan, an aggregate of $6,158 millions loan certificates of in- 
debtedness, with maturities distributed between May 6 and 
October 7, 1919. Obviously a series of large transactions in 
fresh certificate issues was necessary early in the new fiscal year 
in order to refund the excess of loan certificates above the 
amount that had been taken care of from the accepted subscrip- 
tions to the Victory loan. In the first fifteen days of July, 1919, 
three issues of tax certificates were floated, aggregating $1,161 
millions, and between August 1 and September 2 three loan cer- 
tificate issues were offered, aggregating $1,639 millions, while 
on September 15 two additional tax issues, totaling $758 mil- 
lions, were put out, bringing the total of new certificates issued 
since the opening of the fiscal year 1920 to $3,558 millions. 
The success of the certificate issues of September 15, to- 
gether with unexpectedly large receipts from war salvage and a 
marked decline in current expenditures, permitted a postpone- 
ment of the next issue of certificates until December 1. On this 
date a new issue of loan certificates was offered at 4% per cent, 
with a maturity of two and one-half months instead of the cus- 
tomary maturity of five months. The expenditures of October 
and November had resulted in an aggregate current deficit of 
more than $446 millions. Despite the Treasury’s need and the 
relatively long interval since the last certificate issue, the allot- 
ment amounted to only $162,178,500. On the same date, as a 
convenience to taxpayers who wished to prepare in advance for 
the instalment of taxes due March 15, 1920, an issue of 4% per 
cent tax certificates maturing on this date was brought out, re- 
sulting in an allotment of $260,322,000. Although the Treasury 
declared the yield of the combined issues to be satisfactory, it 
is evident that the market response was not as enthusiastic as it 
had been on previous occasions. The Federal Reserve banks 
were authorized to continue until further notice the issuance of 
tax certificates of the March 15 maturity in exchange for cer- 
tificates of any issue maturing on or before February 16, with 
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an adjustment of accrued interest. Notwithstanding the fact 
that there were then outstanding more than a billion and a half 
of certificates eligible for this exchange, and the further fact 
that the supply of tax certificates maturing March 15, 1920, 
then outstanding was far below the amount of taxes later ascer- 
tained to be due on that date,** the total presented for exchange 
under this offer was only $9,379,500.*° The explanation seems 
to be in the popular reluctance to accept the attempted conver- 
sion of 4% per cent certificates into 4% per cent certificates at a 
time when market interest rates were moving upward. The un- 
favorable market attitude toward a lower rate had been demon- 
strated in the decided preference shown for the one-year 412 
per cent certificates of September 15, for which the allotment 
was $657,469,000, as against an allotment of $101,131,000 for 
the six-month 4% per cent certificates offered at the same 
time.”” In sharp contrast with the moderate subscription to the 
latter, too, was the heavy subscription to those offered on De- 
cember 15, maturing June 15, 1920 (allotment, $728,130,000), 
and to those of the next issue, dated January 2, 1920, bearing 
4% per cent and maturing December 15, 1920 (allotment, 
$703,026,000). 

In connection with the issue of January 2, the Treasury an- 
nounced that there were then outstanding loan certificates to 
the amount of $1,397 millions, with maturities extending to 
February 16, 1920. About one-half of this amount had already 
been provided for, and the balance would be covered by a suc- 

* There were $684,537,000 of tax certificates of March 15, 1920, maturity 
outstanding on December 1. The collection of income and profits taxes in March, 
1920, was $918,879,000. 

* Secretary of the Treasury, op. cit. (1920), p. 10. 


* The Federal Reserve discount rate on paper secured by certificates was at 
this time 4 per cent for maturities within 15 days, and 4% per cent for maturities 
between 16 and go days. Before the end of December these rates were advanced 
to 4% per cent, and early in 1920 the preferential rates on loans secured by war 
paper were abandoned. Despite these changes the heavy subscription to the 4% 
per cent one-year certificates proved to be an error of judgment, for the certifi- 
cate rate had advanced to 434 per cent by March, 1920, and to 6 per cent in June 
(Federal Reserve Board, Report [1919], pp. 8, 9). 
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cessful flotation of the tax certificates then being offered. The 
forecast which Secretary Glass had made a few months earlier 
with respect to the elimination of the loan certificate was for the 
moment to be realized.** On February 2, 1920, another issue of 
4% per cent tax certificates was offered, maturing March 15, for 
which the allotment was $304,877,000, bringing the total issued 
against the taxes due at this time to $989,414,000. The retire- 
ment of all outstanding loan certificates was made the occasion 
for a statement, under date of February 12, in which was em- 
phasized the relief that the government would experience in 
being thus freed from the possible embarrassment of being re- 
quired to refund large masses of such certificates by fresh bor- 
rowings under circumstances which might have been trying and 
troublesome. While the Treasury was in the position of being 
compelled to provide for its loans of this character, the Federal 
Reserve Board, it was asserted, could not exert effective control 
over credit and the government would have been subject to the 
domination of the money market.”? Although the prospects of 
the Treasury and the outlook of the market for Liberty bonds 
and Victory notes seemed bright, the country was warned 
against new expenditures on a large scale until the people had 
had time and opportunity for the absorption of the large stocks 
of these securities that were still held or loaned upon by the 
banks.* 

These forebodings were in some degree realized. By the 
terms of the Transportation Act, approved on February 28, the 
government was committed to the payment of large sums to the 
railroads. The heavy certificate maturities on March 15 neces- 
sitated another issue as of that date. One-year tax certificates 
bearing 434 per cent were offered, and although the books re- 


™ Secretary of the Treasury, op. cit. (1919), p. 3. 

* Ibid. (1920), p. 14. One result of this changed aspect of the floating debt 
was the opportunity afforded the Federal Reserve Board to discontinue the pref- 
erential discount policy (Federal Reserve Board, op. cit. [1919], p. 3). 

* The bills discounted by the Federal Reserve banks on the security of war 
paper, on February 13, 1920, stood at $1,469 millions, or 64.9 per cent of all dis- 
counts, Federal Reserve Board, op. cit. (1919), p. 12. 
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mained open for almost two weeks, the total allotment was only 
$201,370,000. 

It was immediately apparent that further resort to the loan 
certificate could not be avoided. Between April 1 and June 15, 
1920, five issues of this type were put out, with maturities rang- 
ing from two to six months, and interest rates rising steadily on 
the successive emissions from 434 to 534 per cent. The five is- 
sues produced an aggregate of $735,674,000. Tax certificates 
bearing 6 per cent and maturing in one year were also offered 
on June 15, for which the allotment was $242,517,000. The 
first-loan certificate (Series E-1920) was used in part to refund 
bonds of the War Finance Corporation, due April 1, 1920, while 
the two series put out on June 15 were used in part to refund 
maturing tax certificates (Series TJ-1920) and the first two 
issues of loan certificates (Series E-1920, due July 1, and 
F-1920, due July 15).** It is rather startling to find the govern- 
ment engaged in loan-certificate refunding only four months 
after the dangers of this type of financing have been empha- 
sized. The swiftness with which the early stages of the impend- 
ing crisis, coupled with the additional requirements of new legis- 
lation, had changed the situation shows that the structure of 
government-credit finances is not proof against every turn of 
circumstance, even when it has the appearance of reasonable 
solidity. 

The sale of war-savings securities continued through the 
years 1919 and 1920, under the fostering direction of the Treas- 
ury Savings Division and the Federal Reserve banks. As the 
financial needs of the government relaxed, the original motive— 
that of providing funds from a source not readily tapped by the 
other war borrowing or by direct taxation—receded and new 
arguments were advanced to support the Treasury’s interest in 
the movement. During the years in question, for example, the 
sale of these securities was encouraged as a means of supporting 
the market for all government securities. The educational and 


“Division of Loans and Currency, Department Circulars 188 and 193. In 
Secretary of the Treasury, op. cit. (1920), pp. 303, 307. The actual amount of 
exchange subscriptions received is not indicated. 
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sales organization established to distribute the war-savings se- 
curities conducted a campaign “to defeat the efforts of traffick- 
ers who attempt to obtain the securities for less than the market 
price or in exchange for worthless stocks or shares in fraudulent 
promotions, and also the dissemination of general information 
as to the value and desirability of Government securities.””**' 

To this indirect “blue sky law” attitude was added, later, 
the object of making permanent the habit of regular saving and 
investment in United States securities, although a “habit” of 
investing in such securities is hardly consistent with the public 
policy of early debt retirement. Secretary Houston wrote to the 
bankers of the country, under date of March 13, 1920, that the 
Treasury savings movement was on a firm and permanent basis. 
He continued: 

Aside from the fact that the proceeds from the sale of the securities 
will assist in serving the cash requirements of the Treasury, the movement 
is of the very essence of fundamental economics, affording a tangible means 
of combating high prices and extravagance and the ills that follow in their 
train. Economy must be the watchword of the Government and the people 
in public and private finance, and we cannot expect the return of a normal 
healthy condition unless the people produce more, save more, and spend 
less. That is the doctrine of the savings movement.?¢ 


In order to meet the demand for savings securities in larger 
denominations than $5.00, two new forms were brought out in 
July, 1919, having a maturity value, respectively, of $100 and 
$1,000. These were designated “Treasury savings certificates.” 
They were sold on the same terms as the older forms, except 
that they were not redeemable until the second calendar month 
after that in which they were purchased.” 

The fiscal year 1921.—The fiscal year 1921 was one of tran- 
sition, in which the government’s financial obligations and oper- 
ations display in part the characteristics and the effects of the 
distinctively war-finance period, and in part the new develop- 


* Secretary of the Treasury, op. cit. (1919), p. 63. 
* Ibid. (1920), p. 45. 


* Division of Loans and Currency, Department Circular 143. In Secretary 
of the Treasury, op. cit. (1919), p. 295. 
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ments of the reconstruction period. The total interest-bearing 
debt was reduced in this year by only $324 millions, of which 
$100 millions were Liberty bonds and $224 millions were vari- 
ous forms of the short-dated debt, principally the war-savings 
securities.” The decline of $332 millions in Victory notes was 
almost entirely offset by the appearance of $311 millions of 
Treasury notes, the initial issue of the new form of short-dated 
obligation by means of which the Victory loan was later largely 
refunded. The chief characteristics of this transition year were 
the following: 

First, the level of total ordinary expenditure remained high, 
although materially below that of the peak year 1919. The gov- 
ernment was forced to continue certain features of the expendi- 
ture program that had been staked out, and to assume divers 
additional obligations arising out of the war activity, all of 
which prevented a more prompt reduction of the rate of expen- 
diture.”° 

Second, the policy of supporting the finances of our Euro- 
pean allies was continued by the purchase of their obligations. 
The total so purchased in the fiscal year 1920 had been $421,- 
337,000, and in 1921 it was $72,896,000. 

Third, the Treasury was obliged to continue its heavy reli- 
ance on the loan certificate of indebtedness, a characteristic 
fiscal device of the war period. Eight issues of this type were 
put out in the fiscal year 1921, the allotments totaling $1,406,- 
876,500. 

Fourth, the surplus of ordinary receipts over ordinary ex- 

* See Table I. 


*” The average monthly expenditure chargeable against ordinary receipts for 
the years 1920 to 1925, inclusive, was as follows: 
Fiscal Year Average Monthly Expenditure 
OO a. 3 ae ses ee we ee a 
19g2I . z ‘ ‘ ‘ ° . - 461,517,000 
oe ee ee ee = ee 316,275,000 
1923 . j . . . “ ° . 308,123,000 
RAS, ae.) an ey Re 292,223,000 
1925. ? ° ‘ » é ‘ 294,136,000 
This is from the Secretary of the Treasury, op. cit. (1925), p. 474. 
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penditures was due in this year, as in the one preceding, to re- 
ceipts from the salvage of war supplies.*° The amounts so re- 
alized represented scrap or job-lot prices for the costly supplies 
and equipment that had been contracted for at war figures. 

Fifth, the bond-purchase-fund provision was continued, al- 
though the retirements under it were confined to the Victory 
notes, of which a face amount of $70,375,300 was purchased at 
a cost of $69,378,257. 

Some of these characteristic features of the war financing 
appear in the following fiscal year, although in vestigial degree 
only. On the other hand, the year 1921 was marked by the in- 
auguration of certain new practices looking toward the orderly 
reduction and refunding of the public debt. The more impor- 
tant of these were the following: 

First, the cumulative sinking fund, which was established 
by Section 6 of the Victory Loan Act. The amount appropriated 
annually for sinking-fund purposes was to be equal to the sum 
of (1) 2% per cent of the aggregate amount of Liberty bonds 
and Victory notes outstanding on July 1, 1920, Jess an amount 
equal to the par amount of any obligations of foreign govern- 
ments held by the United States on that date; and (2) the inter- 
est which would have been payable during the fiscal year for 
which the appropriation was made on the bonds and notes pur- 
chased, redeemed, or paid out of the sinking fund in previous 
years.” 

Second, the inauguration of the series of refunding meas- 
ures which were destined so greatly to facilitate the disposition 
of the Victory loan. The first issue of Treasury notes under this 
program was dated June 15, 1921. 

Third, the enactment of the Federal Budget and Accounting 
Act (approved June 10, 1921). The budget control and ac- 

” The surplus of ordinary receipts over ordinary expenditures was $212,475,- 
ooo in 1920 and $86,723,000 in r921 (op. cit. [1925], p. 474). 

™ The initial credit to the sinking fund on July 1, 1920, was $253,404,900, to 
which was added during the year $2,825,145, representing interest on the bonds 
purchased and retired during the year. The law was subsequently amended to 


permit the purchase of bonds and notes issued after July 1. 1920, in pursuance of 
the debt-refunding program. 
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counting organization that was promptly set up under this Act 
provided the means for more effective auditing and accounting, 
as well as the machinery for a greater degree of systematic and 
orderly determination of revenues and expenditures, than had 
ever previously (or hitherto) been possible in the federal prac- 
tice. 

The year was prefaced by the statement, on June 10, of the 
Treasury’s expectation that there would be a further reduction 
of both gross and floating debt during the first two quarters, 
and that unless additional burdens were imposed by future 
legislation, a very important debt reduction could be expected 
in the last two quarters.*® Table I shows that these hopes 
were not fully realized, as the net reduction of the interest- 
bearing debt during the year was only $324 millions. Of this 
amount, $208 millions occurred in the first quarter, $108 mil- 
lions in the second quarter, and only $8 millions in the second 
half-year. The government continued throughout the year to 
make large payments to the railroads, and the other expendi- 
tures remained disappointingly high, while the income-tax re- 


ceipts began to reflect the effect of the depression of 1920 on the 
national income.** 


The loan and tax certificate issues of the year aggregated 
$3,429,610,500, of which $2,032,794,000 were put out in antici- 
pation of taxes. The interest rate on these certificates, which 
had not risen above 41% per cent during the war period, rose to 
5 per cent by April, 1920, and to 6 per cent on the tax-certificate 
issue of June 15, 1920, although a loan-certificate offering was 
made at the same time at 534 per cent. There were no offerings 
during the fiscal year 1921 at less than 5% per cent, and on all 
certificates emitted from July, 1920, to January, 1921, the 
rate was 534 or 6 per cent. All issues after those of July, 1920, 
were regularly oversubscribed—an indication of a plethora of 
bank and investment funds which raises a question as to the 

“Open letter to banking institutions, June 10, 1920. In Secretary of the 
Treasury, op. cit. (1920), p. 16. 


* Receipts of income and profits taxes for the fiscal year 1921 were $3,206 
millions, as against $3,945 millions for the fiscal year 1920 (ibid. [1925], p. 473). 
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necessity of maintaining the coupon rates at so high a level dur- 
ing this year.** 

Purchases of silver for the replacement of that disposed of 
under the Pittman Act continued through the year. On April 1, 
1921, the Treasury announced the policy of redeeming the spe- 
cial certificates issued under this Act which were not required 
to secure Federal Reserve Bank notes at the rate of $5,000,000 
a month. This retirement was furthered, also, by the coinage of 
the silver purchased and the issue of silver certificates, in re- 
versal of the original process of withdrawing the silver. The 
advantage which the American silver-producers obtained from 
the Pittman Act is revealed by the following comment on the 
silver-market situation produced thereby: 

Practically the entire output of domestic silver (that which is both 
mined and reduced in the United States) is being purchased by the Govern- 
ment under the Pittman Act at the fixed price of $1.00 per fine ounce. This 
has resulted in establishing a separate market price for domestic silver 
which meets the requirements of the Pittman Act. The price of other silver, 
or foreign silver, averaged during the fiscal year 1921 $0.72898; the highest 
New York price, $1.02%4, was reached August 21, 1920, while the lowest, 
$o0.53—3/16, was reached March 5, 1921.°° 

The sale of war-savings securities continued through the 
year, although at a much reduced monthly level, due in part to 
the reduction of the sales organization to a skeleton basis, and 
in part to the current financial condition of the country. The 
Sales Division reaffirmed its intention of promoting habits of 
thrift as one feature of the selling campaign and outlined an 
extensive range of contacts with labor and fraternal organiza- 
tions, women’s clubs, and the public schools. The list of securi- 
ties offered was enlarged by the introduction, on December 29, 
1920, of a non-interest-bearing $1.00 Treasury savings stamp, 
and a $25.00 savings certificate.** 

The fistal years 1922 and 1923.—The outstanding achieve- 
ment of the fiscal years 1922 and 1923 was the disposition of 

% See below, pp. 441-44. 


* Secretary of the Treasury, op. cit. (1921), p. 404. 
* Ibid., pp. 71 ff. 
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the Victory loan notes, which matured on May 20, 1923, accom- 
plished in part by redemption but chiefly by refunding. This 
task had loomed large before the Treasury from the moment of 
the issue of a short maturity loan of such magnitude, and as 
early as April, 1921, a definite program had been laid out for 
dealing with it. Obviously, however, little could be done toward 
redemption by purchase in advance of maturity as long as the 
government’s expenditures remained at a high level and while 
the mass of floating debt bulked so heavily in the Treasury’s 
current certificate operations. Victory notes were eligible to 
purchase under the 5 per cent bond-purchase provision, and it 
would have been advantageous to retire these short-dated obli- 
gations, but during the years 1919 and 1920 the purchases made 
under this provision were chiefly of the earlier Liberty loan is- 
sues.*’ The latter were selling at this time at lower prices than 
were the Victory notes, and there was a greater ultimate saving 
in the policy followed; further, the object of the purchase plan, 
which was support of the market price, was best accomplished 
by buying the weakest issues. 

As the maturity date of the Victory notes approached, vari- 
ous other devices were employed to reduce the volume of these 
notes outstanding. A large proportion of the sums available 
under the cumulative sinking fund was applied to the purchase 
of Victory notes. A portion, likewise, of the franchise taxes 
paid by the Federal Reserve banks and of the sums received as 
payments on the principal of obligations owing to the United 


* The transactions under the bond-purchase provision from its inception to 
June 30, 1920, were as follows: 
Issue Par Amount Purchased 
Victory notes eee ee co 
Other Libesty bonds . . 1 lt tls 1,515,595,150 


wee wir SB hee ee eee 


Further purchases were suspended until June 7, 1921. From this date until the 
provision expired by limitation on July 2, 1922, $200,895,300 par amount of Vic- 
tory notes were bought. The total of Victory notes redeemed in this manner was 
therefore $449,896,300, or approximately 10 per cent of the original issue. 
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States from foreign governments was devoted to this purpose. 
These notes were eligible also in the settlement of federal estate 
taxes subject to the conditions imposed by the federal estate tax 
law, and beginning March 15, 1922, Victory notes of either 
series were made receivable in payment of income and profits 
taxes. This privilege was extended to the instalment of taxes 
due June 15, 1922, and for the 434 per cent notes, to the instal- 
ments due on September 15 and December 15, 1922. The Fed- 
eral Reserve banks were authorized to buy Victory notes at par 
and accrued interest, for retirement. The Treasury announced 
that it stood ready to redeem these notes in any quantity, at the 
option of the holders, and supplemented this announcement 
with a formal call of the 334 per cent series for redemption on 
June 15, 1922. A portion of the 43% per cent series was likewise 
called for redemption on December 15, 1922. 

The most important means employed in retiring the Victory 
notes, however, was their refunding into Treasury notes matur- 
ing between 1924 and 1927; and the formal calls for redemption 
had the effect, principally, of determining the order in which 
the refunding occurred. This feature of the general program 
had been delineated by Secretary Mellon in a letter to the 
Chairman of the House Ways and Means Committee under 
date of April 30, 1921, as follows: 


It will . . . . be the Treasury’s policy to vary its monthly offerings of 
Treasury certificates of indebtedness from time to time when market condi- 
tions are favorable with issues of short-term notes in moderate amounts 
with maturities of from three to five years, with a view to the gradual dis- 
tribution of the short-dated debt through successive issues of notes in con- 
venient maturities extending over the period from 1923 to 1928 when the 
Third Liberty loan matures This program will make the short-dated 
debt more manageable and facilitate the refunding operations which will be 
necessary in connection with the maturity of the Victory loan.** 


This policy of subdivision of the great mass of Victory 
notes outstanding was carried out during the next two years by 
the issue, within this period, of nine offerings of Treasury notes, 


"Secretary of the Treasury, op. cit. (1921), p. 4. 
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aggregating $4,247,750,900.*° The terms of issue were identi- 
cal, except for the rate of interest. The notes were not to be 
subject to call before maturity, but they were to be acceptable 
in payment of income and profits taxes payable at or within six 
months of their maturity. The maturity dates were arranged to 
coincide with the quarterly tax-payment dates. They were ex- 
empted from normal federal income tax and the corporation 
income tax, and from all state and local taxation except estate 
and inheritance taxes, but not from federal income surtaxes or 
profits taxes. The notes were made acceptable to secure de- 
posits of public money, but were denied the circulation privilege. 

The Treasury notes were not sold to the public, as was the 
practice in the case of the certificates, but were offered in ex- 
change for definite obligations of the government. Ordinarily, 
Victory notes of either series were acceptable, although the 
notes of Series A-1926 and B-1925 were offered only in ex- 
change for Victory 434 per cent notes. In some other cases 
Treasury certificates maturing on or near the date of issue were 
accepted in exchange at par with an adjustment of accrued in- 
terest. Unregistered war-savings securities, Series of 1918, were 
accepted in exchange for the notes of Series A-1927, dated 
January 15, 1923. 

The program of Treasury note offerings was varied by the 
announcement, on October 9, 1922, of an issue of 44% per cent 
25/30 year Treasury bonds, dated October 15, 1922, and ma- 
turing October 15, 1952, but redeemable at the option of the 
government on and after October 15, 1947. Victory notes and 


* The details of the nine issues of Treasury notes were as follows (Secretary 
of the Treasury, op. cit. [1923], p. 21): 








Date of | Rate in 
Date Issued Maturity | Percentage Amount Issued 





June 15, 1921 une 15,1924 
=< 15, 1921 pt. 15,1924 | 
Feb. 1, 1922 Mar. 15,1925 ! 
June 15, 1922 Dec. 15,1925 | 
Aug. 1, 1922 Sept. 15,1926 | 
Dec. 15, 1922 June 15, 1925 
=. 15,1923 ec. 15,1927 
ay 15,1923 Mar. 15,1927 | 


$ 311,191,000 
390,700,000 
601 , 599,000 
335,141,000 
486,940,000 


366,981, 500 
668 , 201 , 400 


PPPS 














Se a eheieaa Saye nicks |.ceeseseeees| $4,247,750,900 
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Treasury certificates maturing December 15 were receivable in 
exchange, and all subscriptions on which these were tendered 
were allotted in full. In addition to the service which might be 
rendered to the refunding program, the issue was designed to 
supply the Treasury with about $500,000,000 in cash toward 
the discharge of the heavy volume of other obligations maturing 
on December 15, 1922. The subscriptions aggregated $1,651,- 
000,000, including $252,060,000 of securities offered in ex- 
change. The total allotment was a little over $764,000,000. 


TABLE II 


CHANGES IN THE INTEREST-BEARING DEBT DURING 
1922-23 








Form of Debt 





Liberty bonds 

Victory notes 

Loan and tax certificates 

War-savings securities 

Pittman Act and other special 
certificates 


Treasury notes 








Net reduction of interest-bearing 








The first phase of the program of refunding and reducing 
the short-dated debt came to an end with the issue, on May 15, 
1923, of the final instalment of Treasury notes and the retire- 
ment a few days later of the last of the Victory notes. The net 
result of this very successful refunding transaction, as shown 
by Table II, was to substitute for the bulk of the Victory notes 
another series of notes maturing in instalments during the next 
four years. The Victory loan had not yet been paid. Stated in 
another way, the two years’ operations resulted in a reduction 
of the interest-bearing debt by an amount about equal to the 
decline in loan and tax certificates plus the decrease of the war- 
Savings securities. 

From the standpoint of debt reduction, the decrease of the 
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Treasury’s certificate obligations was the significant accom- 
plishment. More than half of the floating debt had actually 
been eliminated. Almost the whole of the remainder of the im- 
mense decrease shown by Table II, aside from the certificates, 
was accomplished by substituting new debt issues of different 
maturities, so that in essence the smaller amounts of other obli- 
gations redeemed, as well as the Victory loan, were simply re- 
funded. There was a tremendous advantage, however, in having 
broken up the large mass into a series of smaller maturities, no 
one of which presented insuperable difficulty of handling as 
long as an adequate surplus of revenues over expenditures was 
maintained. 

The detailed operations in Treasury certificates during the 
fiscal years 1922 and 1923 sustain the foregoing statement 
regarding their diminishing importance in the government’s 
finances. There were but three issues of loan certificates during 
the year 1922, with an aggregate allotment of $461,267,500. 
The last of these matured and was paid on October 16, 1922, 
and since this date the loan certificate has disappeared from 
the scene. Nine issues of tax certificates were offered in the 
fiscal year 1922, the total allotment being $1,651,722,500. Dur- 
ing the last year and a half of their existence the maturing Vic- 
tory notes were put on a tax-certificate basis, thus diminishing 
the volume of such certificates which it was wise for the Treas- 
ury to issue. In the fiscal year 1923 six offerings of tax certifi- 
cates were sold, to a total allotment of $1,303,249,500. The rate 
of interest paid on certificates dropped from 5% per cent on the 
loan issue of August 1, 1921, to 314 per cent on the tax certifi- 
cates of April 15, 1922, but advanced again by March 15, 1923, 
to 4% per cent. 

The course of certificate-coupon interest rates, together 
with the condition of the Federal Reserve banks and the atti- 
tude of the market toward the government short-maturity paper 
during these years, raises some questions with respect to the 
methods used by the Treasury in obtaining its temporary ac- 
commodation. During the war the certificates were arbitrarily 
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allotted to the banks; these, in turn, were authorized to become 
depositary banks to the extent of their certificate holdings and 
to effect payment therefor by creating a government deposit 
account. When necessary, the member banks shifted the burden 
of their certificate purchases back to the Federal Reserve banks 
by discounting their notes with the war paper as collateral. 

This policy was abandoned after the flotation of the certifi- 
cates issued in anticipation of the Victory loan, and the Treas- 
ury undertook thereafter to market all of its securities on a 
straight investment basis by appealing to the country at large, 
and by adjusting its certificate interest rates to the current mar- 
ket situation.*° The certificates remained eligible as security 
for government deposits, and purchasing banks were privileged 
to make payment, as before, by deposit credits in favor of the 
government. The volume of Federal Reserve Bank discounts 
secured by war paper declined steadily from May, 1919, to 
July, 1922, while the investments of these banks in United 
States securities remained practically stationary to the end of 
the fiscal year 1921. The Treasury was evidently succeeding in 
its attempt to reach the general investment public, and the im- 
provement in the standing of its short-dated paper is shown by 
the regularity with which, after July, 1920, the certificate issues 
were oversubscribed. 

There was, of course, little justification for the arbitrary 
allotment of certificates to member banks after the war emer- 
gency had passed. The straightforward investment appeal was 
doubtless a very acceptable relaxation of the compulsion exer- 
cised during the war. The wider distribution of certificates was 
considered desirable, also, not merely for the sake of relieving 
the banks to this extent, but in order to accommodate those 
taxpayers who were obliged to make large quarterly tax pay- 
ments. At one time it was estimated that at least a billion dol- 
lars of Treasury paper should be kept in circulation for this 
purpose.*’ More recently this particular concern for the large 


“ Cf, the discussion in ibid. (1925), pp. 40-44. 
“ Ibid. (1922), p. 173. 
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taxpayer has slackened, and the volume of outstanding certifi- 
cates is now materially below that figure, although the income- 
tax collections have shown in the meantime but little decline. 
Nor does the conditional eligibility of the Treasury notes for 
income-tax settlement entirely supply the deficiency. For ex- 
ample, there were no certificates maturing on March 15, 1926; 
and while Treasury notes of Series B-1926 were eligible for the 
settlement of income taxes due on this date, it is quite unlikely 
that any important proportion of this issue could have been 
acquired by prospective taxpayers during the past few months 
without payment of an excessive premium. The quantity of 
certificates maturing in June, 1926, is at present small.** Evi- 
dently those taxpayers who are not sufficiently provided for by 
the changes in tax rates must look hereafter to other devices in 
making their preparations for quarterly income-tax instalments. 

A modification of the policy of broadcast sale of the certifi- 
cates which it might have been advantageous to employ under 
certain conditions is the allotment of a considerable proportion 
of this paper to the Federal Reserve banks.** Although the pri- 
mary function of these banks is to support, and to control, 
within limits, the country’s private banking system, such assets 
as may not be required at any time for this purpose might 
properly be used in making short-term advances to the govern- 
ment. This relation between the Treasury and the central bank 
is an accepted feature of English financial practice,“* and may 
very well be assumed to be a legitimate extension of our own 
conception of the fiscal agency function of the Federal Reserve 
banks. The advantages are evident: The government is thereby 
freed from extreme dependence on the general investment mar- 
ket; assets otherwise inactive are utilized; an appreciable sav- 
ing of interest charges is possible, since the rate paid on other- 

“The aggregate allotment of the certificates maturing June 15, 1926, was 


only $376,182,000. Refunding of these certificates was invited in the issue matur- 
ing December 15, 1926 (Federal Reserve Bulletin [January, 1926], p. 5). 


“Cf. David Friday, “The Treasury and Interest Rates,” New Republic, 
XXXVIII (March 19, 1924), 93. 


“H. L. Lutz, Public Finance, pp. 549, 550. 
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wise idle funds need not conform precisely to the current market 
rates; finally, by increasing in this way the earnings of the 
Federal Reserve banks, the government has the opportunity of 
recovering some part of the cost of its bank accommodation 
through the franchise taxes collected from these banks. 

The condition of the Federal Reserve banks during the fis- 
cal years 1922—23 seems to have been such as would have justi- 
fied an allotment to them of a considerable part of the certifi- 
cates issued. The facts may be summarized thus: The total 
earning assets of the Federal Reserve banks declined from 
$2,175 millions in June, 1921, to $1,125 millions in June, 1923; 
their holdings of discounted bills shrank from $1,771 millions 
to $754 millions in the same time, having been below 500 mil- 
lions from May to October, 1922; their reserve ratio rose from 
59.1 to 76.7 per cent during these two years. Finally, their net 
earnings dropped from $82,087,000 for the calendar year 1921 
to $12,711,000 for 1923, causing a decline of the franchise tax 
from $59,974,000 to $3,613,000 in these years, respectively.” 
On its certificates the Treasury was paying to the investment 
public coupon interest rates above 4 per cent until March, 
1922; during the next nine months it experimented with rates 
of 3% and 3% per cent, but moved up to a 4-4 per cent level 
for the remaining issues to June 30, 1923. The public was 
scrambling to buy the certificates and was rolling up huge over- 
subscriptions to all issues except those of December, 1922. 
Meantime, the Federal Reserve banks found their active assets 
diminishing, when it appears that these banks could have been 
carrying, to their own advantage as well as to that of the govern- 
ment, from $750 millions te $1,000 millions of the government’s 
certificates at interest rates well below those actually paid. 

Some important changes occurred during these years in the 
general policy with respect to the war-savings securities. Table 
I reveals a rather steady tendency toward redemption in ad- 
vance of maturity despite the government’s efforts at the incul- 
cation of thrift and permanent investment habits. Various mod- 


“Cf. the annual reports of the Federal Reserve Board. 
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ifications of form and policy were introduced but these did not 
check the decline. In December, 1921, the sale of $0.25 and 
$5.00 stamps was discontinued, as the introduction of the $1.00 
savings stamp and the $25.00 savings certificate, together with 
the facilities provided by the closer co-operation of the postal 
savings system, were considered sufficient encouragement for 
the accumulation of small savings. The postal savings system 
was extended at the same time to a large number of additional 
post-offices. An Act of November 23, 1921, had raised the limit 
of the securities that might lawfully be held by one person from 
a maximum of $1,000 to a maximum of $5,000 of each series. It 
was hoped that this would make the different series attractive to 
the trustees of funds of churches, lodges, fraternal societies, and 
other institutions that were seeking an investment security of 
intermediate length combined with absolute safety and a satis- 
factory income return. 

Another innovation introduced in December, 1921, was the 
offer of a new series of savings certificates, each separate cer- 
tificate having a maturity date five years from the date of issue, 
instead of on a date that was uniform for the series. These were 
offered at a discount price calculated to yield 414 per cent semi- 
annually to maturity, and about 3% per cent if redeemed earlier. 
In September, 1922, this series was withdrawn and a new offer- 
ing substituted at a price sufficiently higher to provide adjust- 
ment to the changing interest rates. 

The savings securities of the Series of 1918 matured on 
January 1, 1923, and as this date approached the Treasury 
planned to take care of the $625 millions then falling due by 
refunding as many as possible into the new series of savings 
certificates, and by redeeming the remainder. In view of the 
Victory note operations then in progress it was of course highly 
desirable that refunding be as general as possible, but on June 
30, 1923, there were only about $143,661,000 outstanding of 
the series introduced in September, 1922, including the cash 
sales for ten months.** 


“ Secretary of the Treasury, op. cit. (1923), p. 172. 
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By this time the Treasury organization for the sale of the 
war savings securities had been further cut down as the respon- 
sibility had been transferred to the postal service. The earlier 
emphasis upon thrift was discontinued along with much of the 
educational campaign, and the whole attention was centered on 
the sale of the securities. The new issues, through sale and ex- 
change, after the introduction of the straight five-year maturity 


TABLE III* 


CHANGES IN THE INTEREST-BEARING DEBT, 1924-25 








Decrease of Increase of 
Form of Debt Interest-bearing | Interest-bearing 
Debt in Millions| Debt in Millions 





Pre-war debt $ 119 
Liberty bonds 621 
Treasury notes 

Tax certificates 

4 per cent Treasury bonds 
War-savings securities 














* Different figures are shown in Table E, pp. 464, 465, of the Annual 
Report for 1925. The latter include transactions in the non-interest-bearing 
debt. 


plan in December, 1921, were decidedly above the totals for the 
calendar years 1920 and 1921 and the response to the new type 
of certificate led to the declaration that the Treasury intended 
to keep the certificates on a steady sales basis. Assuming an 
average annual sale of $250,000,000, it was pointed out that one 
billion of the debt could be carried in this way, and the existing 
policy was declared to be shaped toward the attainment of this 
goal.* 

The fiscal years 1924 and 1925.—The operations of the fis- 
cal years 1924 and 1925 reveal the further results of the steady 
and consistent execution of the plan of debt redemption and 
refunding upon which the Treasury had already embarked. 
This plan, as stated earlier by Secretary Mellon, has been to re- 
deem as much as possible of the short-dated debt as it matured 


“ Ibid., pp. 57, 59. 
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and to refund the remainder into long-term obligations. The 
general results of the two years, as recorded in Table I, may be 
summarized as shown in Table III. 

The debt transactions of the two years were, it appears, 
chiefly though not wholly concerned with the redemption or 
refunding of the maturing short-term obligations, which ac- 
count for about three-fourths of the entire amount retired. The 
pre-war debt operation shown in Table III represents the re- 
demption, at maturity, of the 4 per cent loan of 1925. This loan 


TABLE Iv* 


REDEMPTION OF SECOND AND TutrD LIBERTY-LOAN BOoNDs, 1924-25 








1924 1925 





Second Loan Third Loan Third Loan 





Sinking fund $238,025,450 | $ 18,374,000 
Treasury surplus 128,466,950 

Principal of foreign loans $22,964,550 38,509,150 
Interest on foreign loans 68,913,900 
Franchise tax on Federal Reserve 
3,034,550 
Federal estate tax 1,942,550 
4 per cent Treasury bonds of 
93 274,000 





$94,401,650 | $410,578,650 | $111,812,200 














. a Compiled from the Annual Report of the Secretary of the Treasury (1924), p. 182; ibid (1925), 
was issued in February, 1895, and January, 1896, to obtain gold 
for the redemption of United States notes. The aggregate of 
the original issues was $162,315,400. Of this amount, $43,825,- 
500 had been retired by sinking-fund purchases in 1902 and 
1903, and the remainder was called for redemption on February 
2, 1925. 

The transactions in Liberty bonds during the year 1924 and 
1925 were naturally confined chiefly to the bonds of the second 
loan, which have an optional maturity in 1927, and to the bonds 
of the third loan, which are due in 1928. The aggregate re- 
demption of these issues accounted for all but about five mil- 
lions of the total retirements. The sources of the funds devoted 
to this purpose are indicated in Table IV. 
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Treasury-note operations were by far the largest single 
item in the program of debt retirement in the years 1924 and 
1925. Four of the nine series of these notes matured during 
these years, the original aggregate of the four issues being 
$1,772,700,000. The sources of the funds employed in dispos- 
ing of maturing Treasury notes were as shown in Table V. 


TABLE V* 


SouRCES OF FUNDS FOR THE RETIREMENT OF TREASURY NOTES 
DURING THE YEARS 1924 AND 1925 








Par Amount RETIRED IN 





SOURCES 
1924 1925 





Sinking fund $ 57,981,900 | $ 287,934,400 
At maturity and upon option 298 ,966, 100 798,570,500 
4 per cent Treasury bonds, 1944-54 274,551,400 
Repayment of principal of loan by foreign 

governments 386, 100 
Net earnings, federal intermediate credit 

RES Cp Pe ae EES Tee 152,200 
NN in io cb himcdwlacmescduweneadis 30,000 





Pg 9k-b.o bb Arter dsaztawhwonseanl $365,973,000 | $1,361,624,600 








Total for two yearst $1, 718,597,600 








* From the Annual Report of the Secretary of the Treasury (1924), p. 184; ibid. (1925), p. 204. 
t This total does not agree with that in Table III. No explanation can be offered for the dis 
crepancy. 


The volume of certificate operations during the fiscal years 
1924 and 1925 was much smaller than in any preceding bien- 
nium since their introduction. There were five issues in 1924, 
with an aggregate allotment of $1,192,475,500, and three issues 
in 1925, the total allotment being $735,078,000. The rate of 
interest declined from 4% per cent in September, 1923, to 234 
per cent on the issues of June 16 and September 15, 1924, but 
moved up to 3 per cent on the offerings of March 15 and June 
15,1925. The transactions in certificates for the two years may 
be summarized as shown in Table VI. 

A new use for the Treasury note and the certificate of in- 
debtedness was inaugurated on January 1, 1925, with the in- 
vestment of $100,000,000, appropriated to the adjusted com- 
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pensation fund, in special five-year Treasury notes ($50,000,- 
ooo) and special one-year certificates of indebtedness ($50,- 
000,000). The adjusted compensation act requires that an ap- 
propriation be made on January 1 of each year of an amount, 
based on the American Experience Table of Mortality, which, 
if kept invested at 4 per cent compounded annually, would be 
sufficient to pay the face value of the adjusted service certifi- 
cates upon their maturity in twenty years or upon prior death 


TABLE VI* 


TRANSACTIONS IN CERTIFICATES OF INDEBTEDNESS, 1924 AND 1925 








1924 1925 





Certificates issued for cash (except special 

certificates) $1, 192,393,000 | $ 785,078,500 

Certificates retired (except special certifi- 
cates): 

. At maturity or upon option 1,394, 714,500 690, 102, 500 

. 4 percent Treasury bonds, 1944-54.... 164,594,500 

. Principal of loans to foreign govern- 

22,823,000 

. Interest on loans to foreign governments 135,970,500 





Total retired $1,413,714,500 | $1,016,490, 500 





Excess retirementst $ 221,322,500 | $ 228,412,000 











Total net retirement $449,734,500 





* Secretary of the Treasury, Report (1924), p. 186; ibid. (1925), p. 206. 
ibis = total does not agree with that in Table III. No explanation can be offered for the dis- 
of the veteran. The Secretary of the Treasury is authorized to 
invest and reinvest the money in the fund in interest-bearing 
obligations of the United States and to sell these obligations 
for the purposes of the fund. 

Since there were no interest-bearing obligations of the 
United States which exactly met the requirements of this act, 
the Secretary of the Treasury created them by issuing the spe- 
cial notes and certificates above referred to. To the extent that 
the government is called upon to make disbursements on ac- 
count of this fund during the year, the certificates or notes held 
are to be redeemed by the Treasury. Maturing obligations are 
to be refunded, and the aggregate net amount thus accumulated 
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to 1944 will then be disposed of by redemption or refunding, in 
accordance with conditions then existing.** 

The routine of Treasury note and certificate operations was 
varied, in 1924, by the flotation of a new issue of long-term 
Treasury bonds, dated December 15, 1924, bearing 4 per cent 
interest and maturing on December 15, 1954, but subject to call 
at the option of the government on and after December 15, 
1944, on any interest date, after four months’ notice of redemp- 
tion. The original offering was for $200,000,000 or thereabouts, 
with the privilege reserved to allot additional bonds for which 
third-loan bonds, Treasury notes of Series A-1925, or certifi- 
cates of indebtedness of Series TM-1925 (both maturing in 
March, 1925) were tendered in payment. The immediate rea- 
son for this issue was the large volume of obligations maturing 
in December, 1924, and in March, 1925. To cover these re- 
quirements and to provide for other needs arising between De- 
cember and March, about $200,000,000 in cash was needed, 
and the choice lay between the provision of additional funds to 
meet these obligations by means of further short-term issues or 
by a long-term loan. The latter course was adopted, and more 
than $500,000,000 of the bonds finally issued were allotted on 
exchange, thus retiring so much of the March obligations and 
effecting a saving of $1,389,231 in interest during the remain- 
ing life of the securities exchanged.** The cash subscriptions 
amounted to $1,460,530,550, of which $224,513,500 were al- 
lotted. On March 5, 1925, a further offering of these bonds was 
made, at 1001, simultaneously with an issue of Treasury cer- 
tificates bearing 3 per cent and maturing on December 15, 1925, 
in order to provide additional funds to meet the requirements 


“ Cf. Ibid. (1925), pp. 118-21. 
“ The exchange transactions in the original 4 per cent Treasury bond offer- 
ing were as follows: 


Third-loan bonds . . ‘ P : ‘ -.  $ 93,274,400 
Treasury notes ‘ . ‘ ‘ . P ‘ 274,551,400 
Tax certificates , F ; : . - F 164,594,500 


Total — ee te el ae, ol eee 
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of the March 15 settlement. Treasury notes and certificates 
maturing on this date were accepted at par on bond subscrip- 
tions. The total allotment was $290,154,700, cash and exchange 
subscriptions being allotted on the same basis. The aggregate 
issue of the 4 per cent Treasury bonds of 1944-54 was, there- 
fore, $1,047,088,500. 

The total of Treasury savings certificates sold in the calen- 
dar year 1923 was greater than for any preceding year except 
1918 ($181,046,257). The price was lowered on December 1, 
1923, to bring the interest rate more nearly into line with other 
interest rates, and the sales promptly reacted upward. On ac- 
count of the representations made by banking interests relative 
to the strained financial conditions prevailing in certain sections 
the sale of these securities was suspended, on January 26, 1924, 
in thirteen states of the upper Mississippi Valley and northern 
Rocky Mountain sections. The suspension was extended to 
eight other states in February, and on July 15, 1924, it was 
made general. While the Treasury held that such action would 
not materially alter the situation, it acquiesced in the suggestion 
to suspend further sales.” The total of the Treasury savings 
certificates outstanding increased, as a result of the changed 
price and the selling campaign, from $337 millions on June 30, 
1923, to $422 millions on July 31, 1924, and declined there- 
after to $386 millions on June 30, 1925, thus accounting for the 
net increase of $49 millions shown in Table ITI. 

It is difficult to share the enthusiasm that secretaries of the 
Treasury have expressed over the savings certificate as a form 
of permanent investment security, despite the earlier sales rec- 
ord. The savings certificate was a useful device for the peak of 
the war effort, when many persons were willing to save from 
patriotic motives and when some method was needed for reach- 
ing the smallest incomes. But for the regular, normal practice 
of thrift the Treasury savings certificate presented some serious 
disadvantages, which were more apparent, probably, to the very 
class for which this type was designed than for those classes of 


© Secretary of the Treasury, op. cit. (1924), p. 84. 
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savers to whom it was less well adapted. The act of saving in- 
volves sacrifice, a postponement of present for future satisfac- 
tions, and interest is paid, presumably, as a reward for the absti- 
nence practiced. It is difficult enough for most people to save 
when the reward, interest, is paid at regular quarterly or semi- 
annual intervals. The savings certificate makes the operation 
still more difficult and unattractive by postponing all realization 
of interest for five years. The investor in these securities was 
compelled to forego, not simply his principal, but his interest 
also, and the fact that the ultimate return represented a com- 
pounding at 41% per cent probably did not, in all cases, afford an 
adequate compensation for the long delay. This surmise is con- 
firmed by the tendency to ask for redemption in advance of 
maturity. 

Furthermore, the policy of redeeming the certificates in ad- 
vance of their maturity at a lower rate of compound interest 
penalized the investor in such securities, and possibly discour- 
aged some who might have taken them otherwise. This discrim- 
ination may have been useful as a feature of a permanent thrift 
policy, although the compulsion to thrift thus exercised did not 
tend to increase the attractiveness of the Treasury’s offerings, 
while it inflicted hardship on those who encountered the vicissi- 
tudes which frequently compel liquidation of investment hold- 
ings. The limitation on the amounts that might lawfully be held 
severely restricted the negotiability of the certificates and vir- 
tually compelled the holder to accept the government’s redemp- 
tion terms. 

IV 

The reduction of the interest-bearing debt by almost five 
billion dollars in six years was a significant achievement which 
suggests the extent of our national resources as well as the speed 
of our recovery from the abnormal conditions of the war period. 
Credit for this result is due, however, not merely to our abund- 
ant resources and our vigorous taxation policy, but as well to 
the judicious management of the debt. The mistakes made in 
refunding and repaying the Civil War debt have been avoided. 
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Through the skilful use of certificates and notes of short ma- 
turity the Treasury has been able to devote all available funds 
to the task of debt redemption, and has resorted to long-term 
funding only to the extent that the current maturities exceeded 
these resources. It remains to consider the sources of the funds 
by which the retirements of the past six years have been accom- 
plished, and to estimate the significance of the latest changes in 
the federal revenue policy for the future debt-reduction pro- 
gram. 

The funds for debt retirement during the years 1920-25 
were drawn from the sources shown in Table VII. 


TABLE VII* 
1. Reduction of general-fund balance . .  $1,033,829,000 
2. Surplus of receipts okey 1,678,530,000 
3. Charges against ordinary receipts . ; ; 2,251,112,000 
Total ; 4 , ; ‘ ’ , -  $4,063,471,000 


*Secretary of the Treasury, Report (1925), p. 22. 


Two facts are at once apparent: first, that a considerable 
part of the debt repayment of the past six years has been from 
extraneous, incidental, and in some degree transient receipts 
rather than from taxes; and, second, that little or nothing may 
be expected in future from certain of these sources. A corollary 
of this proposition is that the equivalent of these surpluses of a 
transient character must be provided in future, if it is forth- 
coming at all, from heavier taxation. 

For example, it is evidently impossible to expect further im- 
portant debt redemption by diminishing the balance in the gen- 
eral fund. During the war the Treasury was obliged to carry a 
very large working balance, which was accumulated by piling 
up the receipts from taxes and loans. On June 30, 1919, this 
balance stood at $1,155,711,000. As the government returned 
to a peace-time basis the excess was employed for debt liquida- 
tion by reducing the amount of current borrowing. The trans- 
actions year by year were as shown in Table VIII. 

The balance on June 30, 1925, was $217,835,000, and the 
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Secretary stated that at least $200,000,000 must be carried at 
all times to provide the Treasury with the necessary cash. Evi- 
dently the limit of reduction has about been reached. The gen- 
eral fund is not an independent source, and alimentation from 
ordinary receipts or from other accounts must necessarily pre- 
cede subsequent drafts upon it. 

Likewise, the surpluses of receipts, from which $1,678,530,- 
ooo of debt was redeemed, have probably been for the present 


TABLE VIII* 


Dest RETIREMENT THROUGH REDUCTION OF 
GENERAL-FUND BALANCE 








Amount Amount 





$893 ,963 ,000 $ 98,833,000f 
191,976, 000T 135,527,000 
277,572,000 17,575,000 











Net reduc- 
tion. ... $1 ,033 ,829,000 











* Hearings on Revenue Bill (1925), p. 34. Washington, 1925. 
t Increase of general fund. This operates as an addition to the gross debt. 


eliminated through the changes in the federal revenue laws. 
Opinion differs concerning the effect of these changes on the 
yield of the federal taxes, and the issue will always be clouded 
by a certain amount of post hoc, propter hoc reasoning. Obvi- 
ously, however, Secretary Mellon’s contentions concerning the 
sustained productiveness of lower tax rates cannot be carried 
too far without arriving at an absurd conclusion. In any event, 
the expressed intention of all parties concerned in the enact- 
ment of the latest revenue act has been to reduce taxes by the 
probable amount of the estimated surplus, and if this is done 
there can be no surplus of receipts available for debt payment 
without further cuts in the federal expenditure. This source be- 
comes therefore somewhat uncertain, to say the least, as a 
means of future debt redemption. 

The details of the amounts of debt retirement charged 
against ordinary receipts during the last six years are shown 
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below.” It appears that the two most important sources of this 
class are the cumulative sinking fund and the amounts received, 
in cash or in bonds, from foreign governments on account of 
the principal or the interest of their indebtedness to the United 
States. There is no present reason for thinking that the appro- 
priations to the sinking fund will be reduced or cut off, and we 
may therefore conclude that this source of retirement funds will 
continue to function unimpaired. The sinking fund is included 
in the ordinary expenditures, and all calculations of Treasury 
surpluses since 1921 have been made on this basis. 

The settlements of foreign indebtedness to the United 
States thus far concluded have in each instance been entered 
upon by both parties in good faith, and it seems reasonable to 
assume that these payments will be maintained.” With the best 
faith in the world, however, this outcome is quite evidently con- 
tingent upon many factors which are not at present predictable. 
In any event, the terms of funding adopted in ali cases provide 
for repayment of the principal over a period of sixty or more 


years. The appropriations to the cumulative sinking fund are 
based, however, on the amount of indebtedness outstanding on 
July 1, 1920, less the amount of foreign-debt obligations to the 
United States as of that date, the theory being that no sinking 
fund or other provision for redemption is required against that 


* Public-debt retirements chargeable to ordinary revenues, 1920-25: 
Source Amount 
. Sinkingfund . ‘ , ‘ ‘ F ‘ : $1,423,460,000 
. Purchases from cash received from foreign governments in pay- 
ment of principal and interest . é ‘ . n ‘ 5 282,472,000 
. Bonds received under debt settlements. : P ‘ 338,424,000 
. Purchases with franchise tax receipts ‘ ‘ ; ‘ ‘ 139,223,000 
. Received for estate taxes . ‘ . ; . 7 ; “ 66,088,000 
. Miscellaneous . > , A ; ; ‘ ‘ ‘ . . 1,430,000 


Total fs - ‘ ‘ ‘ ‘ ‘ ; ‘ ‘ .  $2,251,112,000 
This is taken from Hearings on Revenue Bill (1925), p. 33. Cf. Secretary of the 
Treasury, op. cit. (1925), p. 22. 
= But cf. testimony of T. S. Adams, Hearings on the Revenue Bill (1925), 
p.151. Dr. Adams asserted that it was extremely improbable that any of these 
governments would continue their payments to the end. 
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part of the debt which represented the foreign advances, since 
these were to be repaid by the foreign debtor governments. The 
disparity between the rate of redemption contemplated in the 
sinking fund provision and that established in the refunding of 
foreign debts has given support to the proposition that the for- 
mer should be reduced to the same rate, thus postponing final 
liquidation of the net domestic debt for another forty years or 
so. The competitive scramble to devise the most alluring tax- 
reduction scheme led to the further proposal that the payments 
on account of principal by foreign governments should be in- 
corporated in the sinking-fund appropriation, thereby affording 
additional reductions to American taxpayers. Happily, none of 
these proposals was given formal acceptance in the final action 
taken. While the existing policy holds, however, any revenue 
surplus will immediately be made the occasion for further fed- 
eral tax reduction. 

The wisdom of this policy will always be, to some degree, 
a matter of opinion, not infrequently tinctured strongly with 
self-interest. The general counsel of prudence would incline 
toward heavier present taxation and more rapid debt repay- 
ment. This policy, at any rate, means earlier permanent relief 
from federal taxes, since it will reduce the annual cost of carry- 
ing the debt. In addition to the considerations of a general na- 
ture which might be urged in favor of more liberal provision 
for debt retirement through heavier taxation, the problems pre- 
sented by the maturing debt obligations of the next five years 
or so appear to give support to this view. These problems can 
best be indicated by summarizing the volume and the character 
of these early maturing obligations. The situation as of Octo- 
ber 31, 1925, was as shown in Table IX. 

In addition to these maturities, the second-loan bonds be- 
came redeemable at the government’s option after November 
15, 1927, while a similar option with respect to the consols of 
1930 becomes operative after March 14, 1930. It is evident 
that the amounts of debt falling due in 1926 and 1927 are in 
excess of the probable sums available for debt redemption in 
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these years, and that further refunding will be necessary. These 
refunding measures may possibly hamper somewhat the prepa- 
rations for the disposition of the third loan, for which a repeti- 
tion of the tactics employed in the case of the Victory notes may 
be expected. The necessary subdivision of the large mass of 


TABLE IX* 


Tora, Dest OsLicaTions Maturinc 1n Eacoh CALenpar YEAR 
TO JANUARY I, 1930 

Year Amount 

1925 . « « « « ¢ epeeeteee 
1926 ‘ . , ‘ ‘ 1,462,549,000 
1927 ‘ ‘ . ‘ ‘ 1,135,153,000 
1928 é ic , ‘ 2,958,871,000 
1929 . 96,774,000 


1930 (Jan. 1) ge 50,000,000 


Total . . «. « 96,282,4¢69,000 
* Secretary of the Treasury, Report (1925), p. 29. 


the third loan into manageable instalments will preclude for 
some years the exercise of optional redemption of second-loan 
bonds or consols on a large scale, thus increasing the congestion 
of optional and final maturities during the thirties, unless a con- 
siderable proportion of the refunding takes the form of long- 
term bonds. An annual Treasury surplus from revenues of 
$300,000,000 to $500,000,000 during the next few years would 
obviously simplify greatly the refunding program, while it would 
accomplish the permanent reduction of so much more of the 
outstanding debt and a corresponding diminution of interest 
charges. In view of the taxable capacity of the American people 
it seems unfortunate that this policy was not chosen rather than 
the one which found expression in the Revenue Act of 1926. 
H. L. Lutz 


STANFORD UNIVERSITY 





FRENCH SOCIALISM AND THE TRIPLE ENTENTE, 
1893-1914 


1. Fundamentals of French Socialist foreign policy.—In its 
earlier stages of violent dissent Socialism could conceive of no 
foreign policy; the emphasis was upon international Socialism, 
not upon Socialist internationalism. Nations were artificial divi- 
sions of the human organism; the only natural divisions were 
those of class. Socialism was then more revolutionary than evo- 
lutionary, and it was hostile to almost all existing institutions 
and traditions, national organization and patriotism included. 
But with the advent of a new spirit, which looked more to slow 
but progressive development than to sudden cataclysmic revolu- 
tion, Socialists discovered that national organization was neces- 
sary to that development, and even indulged their emotions to 
the extent of taking pride in the achievements of their own par- 
ticular nations. 

This has been the history of French Socialism, as well as 
that of other European countries. During the Dreyfus affair, 
when the French movement had somewhat recovered from the 
effects of the commune, the most extreme branch, under the 
leadership of Gustave Hervé, openly preached anti-patriotism. 
The workingman, Hervé declared in even more unmeasured 
terms than the Communist Manifesto, could hope for salvation 
only when the Socialist state had been set up on the ruins of 
the Fatherland. Hervé and his group were comparatively few 
in number, but they were very noisy, and created the impression 
that they spoke the sentiments of all true Socialists. This im- 
pression was not weakened when M. Viviani undertook an un- 
successful defense of Hervé in the Chamber of Deputies in De- 

*Cf., for example, Quatriéme congrés général du parti socialiste frangais, 
tenu &@ Tours du 2 au 4 mars, 1902. Compte rendu stenographique officiel (Paris, 


1902), p. 132; also William English Walling, The Socialists and the War (New 
York, 1915), p. 32. 
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cember, 1901,” and when Jaurés haughtily refused to disavow 
Herve’s antimilitary propaganda.° 

Some Socialists carried their eagerness for the coming of the 
great social revolution so far that’they actually welcomed war 
as its undoubted forerunner. This was the attitude of Jules 
Guesde during the Anglo-Russian crisis of 1885.* International 
Socialism was the only foreign policy which the members of the 
group to which Guesde and Hervé belonged would recognize.* 

But there were in France, as in most other countries, an in- 
creasing number of moderate Socialists who took the evolution- 
istic view of social and economic development, and who were 
proud of being Frenchmen. They, too, thought in terms of in- 
ternationalism, but the ideal to which they looked forward as 
the product of gradual and rational development was interna- 
tional understanding, not the wholesale subversion of nations. 
Jaurés violently disagreed with Guesde’s “false revolutionary 
theory” regarding war as a “necessary cataclysm.’”® 

The moderate Scvialists invariably protested their love for 
France as a national entity even while they denounced the false 
patriotism of the chauvinists. In 1894 Jaurés delivered an elo- 
quent peroration on the patrie, the bond between all parties.’ 
The Saint-Mandé program of 1896 called the Fatherland “that 


* Emile Simond, Histoire de la Troisiéeme République (Paris, 1922), IV, 206. 

* Eugéne Fourniére, La crise socialiste (Paris, 1908), p. 217. Fourniére, him- 
self a Socialist, complained that by such intransigent tactics the Socialist party 
was only unifying other parties in opposition to itself. 

The action of Jaurés in refusing to disavow the anti-military agitation of 
Hervé must not be understood to imply agreement with his anti-patriotic propa- 
ganda. He maintained that those who identified internationalism with Hervé’s 
anti-patriotism were confusing it with “a doctrine which, when you analyze it, is 
its very negation.” Cf. Charles Rappoport, Jean Jaurés (Paris, 3d ed., 1925), 
PP. 73-74. 

“Jean Jaurés, Discours parlementaires (Paris, 1904), I, 117-23. Friedrich 
Engels held the same belief; cf. Walling, of. cit., p. 12. 

* Yet the war induced Guesde to enter a bourgeois cabinet, and made a bla- 
tant chauvinist out of Hervé. 


* Jaurés, op. cit., I, 123-24, 131-32. 
" Ibid., p. 557. 
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incomparable instrument of material and moral progress.”* The 
tendency toward patriotic co-operation with other parties be- 
came so strong with some of the members of this group that the 
stricter Socialists at Amsterdam, in 1904, secured an official 
condemnation of the practice by the International and a reaf- 
firmation of the class struggle in positive terms. Jaurés and a 
majority of the moderates accepted the ruling and formed the 
Unified Socialist party, but a minority refused to be bound.° 

In spite of the uncompromising official declaration of Am- 
sterdam, however, the members of the Unified Socialist party 
did not cease to be patriotic, as they understood the term. Most 
of them held that internationalism meant exactly what the word 
signified, internationalism, not antinationalism.*° But their pa- 
triotism did not compel them to approve of all that the govern- 
ing classes chose to do in the name of that virtue. They insisted 
that true patriotism would require France to prove her moral 
leadership by taking the initiative in all the arts of peace and in 
promoting good international understanding; and they held that 
good patriots and good internationalists should be at one in de- 
nouncing the patriotisme professionel which found its expres- 
sion in militarism, adventure, and war.” 

These fundamental principles of Socialist foreign policy 
were not conveniently formulated when the party first began to 
exert an influence in the Chamber of Deputies. In the first im- 
portant parliamentary group, that of 1893, the nationalistic In- 
dependents had fifteen seats, and four other branches had eight- 
een together; they approached the question of foreign affairs 

* Albert Orry, Les socialistes indépendants (Paris, 1911), p. 24; Charles 
Seignobos, L’évolution de la Troisiéme République (1875-1914), Ernest Lavisse, 
ed., Histoire de France contemporaine, depuis la révolution jusqu’au la paix de 
1919 (Paris, 1921), VIII, 190. 

* Sixiéme congrés socialiste international, tenu &@ Amsterdam du 14 au 20 
aout, 1904. Compte rendu analytique, passim; Orry, op. cit., passim. 

* Cf. Rappoport, op. cit., p. 73, where Jaurés is quoted; and Bruce Glasier, 
The Meaning of Socialism (New York, 1920), p. 216. 

™ Cf. the debate in the Chamber of Deputies on the budget for foreign af- 


fairs for 1909. Journal officiel, débats parlementaires, chambre des députés, 2d 
sess. (November 26, 1908), pp. 2672-3. 
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with great hesitance and insecurity, and naturally the Inde- 
pendents exerted the preponderant influence.” 

It is also evident that the practical requirements of actual 
politics made it advisable for the Socialists at certain periods to 
moderate somewhat their abstract idealism in foreign affairs. 
The increasing desirability of a unification of the various 
branches into which French Socialism was divided probably had 
the effect of inclining them all to a relatively moderate position 
in a matter which, from 1890 to 1904, was completely over- 
shadowed in the minds of most Frenchmen by the importance 
of domestic policies. In the earlier part of this period the Inde- 
pendents, with their more conventional patriotism, were the 
chief spokesmen of the extreme left with regard to the relation 
of France with other countries; the deputies of the other groups 
were either disinclined or untrained to discuss such policies. In 
1898 M. Millerand became a member of the Waldeck-Rousseau 
cabinet. During the life of that ministry the Socialists of France 
were too much occupied with other questions to give much at- 
tention to foreign affairs. The uncompromising group headed by 
M. Guesde divided their activities between the Dreyfus affair 
and the question of ministerial participation; the Jaurésist group 
could not well condemn strongly the foreign policies of the cabi- 
net which contained one of their own number and which received 
their cordial approval. Between 1902 and 1904 the Socialists 
were the mainstay of the Combist b/oc, the combination which 
succeeded Waldeck-Rousseau. In this period, too, therefore, 
the extreme left was generously blind to questions of foreign 
relations. Such news as emanated from the well-guarded sanc- 
tum of M. Delcassé was reassuring; it was known in a general 
way that amicable negotiations were being carried on with 
Italy, Spain, and England. As long as the Socialists were al- 
lowed practically to dictate their own social and clerical legisla- 
tion Jaurés was inclined to leave the then minor matter of the 
foreign office to his liberal, but non-Socialist, brethren in the 
bloc. 


* Seignobos, op. cit., p. 172. 
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After 1904, however, the attitude of Socialism to the cur- 
rent foreign policies becomes one of active opposition. In the 
first place the categorical condemnation meted out at the con- 
gress of the International at Amsterdam in that year to the prin- 
ciple of ministerial participation in bourgeois cabinets, besides 
being itself a victory for the more uncompromising elements, 
freed the French Socialists who accepted it (by far the greater 
number) from the necessity of bargaining with other political 
parties; they were henceforth frankly in opposition, and were 
free to express themselves upon any subject without fear of en- 
dangering some favorite and immediate object. The failure of 
the most nationalistic of the Independents to adhere to the new 
Unified party in 1905 removed another reason for cautious ut- 
terance. Furthermore, the Russo-Japanese War and the first 
Morocco crisis synchronized to reveal the desperate condition 
of international relations, and placed the questions of war and 
peace within the important sphere of practical politics. Hence- 
forth the pacific theories of Socialism possess a certain degree 
of propaganda value. And yet, though impelled by abstract the- 
ory and enabled by parliamentary isolation to draw up and 
steadily to defend an idealistic solution for international mala- 
dies, Jaurés, who probably knew better than any other French 
politician how to make a concession appear a victory, was al- 
ways careful to guard his tongue against violent statements, and 
was always ready to render homage to real achievement. 

2. The Socialists and the Franco-Russian alliance.—From 
the very beginning the Franco-Russian alliance was subject to 
adverse criticism from the extreme left, most of whom viewed it 
as an unnatural union of a democracy with the most notorious 
autocracy. As early as 1891, Vaillant, at a meeting of the Inter- 
national, declared that, though he was no admirer of the Triple 
Alliance, he considered it a beneficial check upon the French 
chauvinism, which disgraced the Republic by a union with the 
Tsar.’ In 1893 a resolution of the Guesdist (Marxian) sec- 
tion declared, with evident reference to the connection with Rus- 


8 Congrés international ouvrier socialiste, tenu a Bruxelles du 16 au 23 aott, 
1891. Rapport, publié par le secretariat belge (Brussells, 1893), pp. 63-64. 
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sia: “We do not want a war which, whatsoever may be the 
issue, would only bring upon the weakened West the yoke 
of Asiatic barbarism represented by Russian tsarism.”** It 
was extremely provoking to the French Socialists that they 
were unable to prevent the Third Republic from placing its 
financial resources at the disposal of absolutist Russia. Such 
loans, they vigorously charged, would be employed to stamp 
out the cardinal political and social ideals of their donors.** 

The secrecy in which the engagement was shrouded was 
another cause of hostility. When the foreign affairs budget for 
1897 was being debated, M. Millerand, then still a Socialist in 
good standing, seized upon this feature as a convenient point at 
which to attack the conservative-moderate Méline cabinet. His 
whole speech was a scathing denunciation of secret diplomacy 
(tempora mutantur); it condemned the alliance, if indeed it 
existed, and demanded that its terms be made known “to the 
members of Parliament, to the elected representatives of France, 
[who] freely consulted, [have] the right to determine questions 
of peace and of war.” His sentiments were strenuously sup- 
ported by M. Jaurés.*® At almost, every subsequent discussion 
in the Chamber, when the Franco-Russian alliance was injected 
into the debate, the Socialists demanded to know the objects for 
which it had been created. The persistent refusal of successive 
foreign ministers to throw any light upon its terms served to 
strengthen their conviction that the arrangement was iniquitous. 

The attitude of France toward the questions of Crete and 
Armenia, 1894-98, seemed to the Socialists, ardently sympa- 

* Onziéme congrés national du parti ouvrier, tenu & Paris du 7 au 9 octobre, 
1893, p. 15. 

* Journal officiel, débats parlementaires, chambre des députés (April 12, 
1906), p. 1735. 

For an illuminating account of the systematic but secret bribery of the 
French press by Russia during the Russo-Japanese War and while the loan of 
1906 was being negotiated, cf. L. S. Gannett, “Secret Corruption of the French 
Press,” in the Nation, CXVIII (February 6, 1924), 136-38. 


The Memoirs of Count Witte amply prove that the suspicions of M. Vaillant 
regarding the use to which the loans would be put was not unfounded. 


* Journal officiel, débats parlementaires, chambre des députés (November 21, 
1896), pp. 1675-77, 1681-82. 
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thetic with the victims of the Sultan, to be incontrovertible proof 
of the submission of French diplomacy to that of Russia, which, 
in this instance, opposed intervention. M. Millerand’s condem- 
nation of the understanding with the Tsar, and that of his group 
of Socialists, was based upon no squeamish aversion to such a 
relation,*® but much more upon the fear that France would be- 
come involved by her ally in some madcap adventure of im- 
perialism which would destroy the work of patient rehabilita- 
tion that had been carried on since 1871, and thus postpone the 
day of vengeance. In November, 1896, he had inquired in the 
Chamber whether there was any guaranty that France would 
not “tomorrow be obliged to engage in an even more doubtful 
adventure on behalf of Russia” than was the joint intervention 
with Germany and Russia in the Sino-Japanese War in 1895." 
The “humiliating” participation of the French fleet with the 
Russian in the opening of the Kiel Canal, also in 1895, seemed 
to Millerand merely another indisputable indication that France 
was being used by the Tsar as a cat’s paw. And in the Near 
East, he maintained, the policy of submission to the wishes of 
Russia had resulted in that diplomatic revolution whereby Ger- 
many secured the preponderating influence with Turkey.** That 
Millerand was glad of an opportunity to make political capital 
for his party out of the popular sympathy with the Greeks and 
Armenians may be taken for granted. 

It was on this same question that the fundamental differ- 
ences in attitude toward current methods of diplomacy, which, 
among other things, were soon to bring Millerand and Jaurés so 
far apart, first made themselves manifest. The latter, in terms 
which were much more uncompromising than those used by the 
former, condemned the alliance as insincere on Russia’s part, as 
worthless and degrading to France. Jaurés’ higher idealism and 
more internationally socialistic point of view were evident in his 

**In 1897 he declared: “I have said that we would have no objection to 


the principle of such an alliance, and that we are prepared to accept any alliance 
that may be a source of strength to France,” Jbid. (February 22, 1897), p. 489. 


* Ibid. (November 21, 1896), p. 1677. 
* Ibid. (February 7, 1898), I, 571-74. 
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disregard of the motive of revenge, as well as of the balance of 
the diplomatic scale. About the principle of the alliance he had 
nothing to say (although he did at a later date give a qualified 
approval thereof), probably because, as the chief agent of har- 
mony and unity between the various Socialist groups, he wished 
to avoid giving offense to the more radical sections.*® 

In Socialist circles outside the Chamber similar and more 
violent opinions were expressed. Pierre Deloire dismissed the 
alliance as a corrupter of the national genius; nevertheless he 
held that Socialists ought to devote their efforts, not to the solu- 
tion of particular problems, but rather to the organization of the 
revolution, which, he naively thought, would probably begin in 
Paris.*® Paul Louis considered the Russian alliance as a bad 
bargain for France, even when judged by the standards of capi- 
talism, and the whole course of France in the Near East as 
merely illustrative of capitalistic control of foreign policy.** 

If the Socialists had been convinced that the Russian ac- 
cord was what it professed to be, namely, an instrument for the 
preservation of peace, they would have supported it. M. Francis 


de Pressensé considered the balance of power indispensable to 
the peace of Europe, and therefore held the alliance to be a 


2922 


“solid and prudent contrivance.”** In 1903 Jaurés declared that 
his party had no fundamental objection to the arrangement with 
Russia, provided only that its purposes were peaceful, and an- 
nounced that in so far as they were convinced of this fact they 
would support it. Jaurés was at the time the main prop of the 
Combes ministry, which contained Delcassé as foreign minister 
and which was as friendly to Russia as any previous ministry 


*” Ibid. (March 15, 1897), pp. 772-75. 

* Pierre Deloire, “A propos des affaires d’Orient,” in Revue socialiste, XXV 
(March, 1897), 257-61. 

* Paul Louis, “La politique extérieure de la Troisitme République,” in 
Revue socialiste, XX VI (August, 1897), pp. 134-42. 

™ Francis de Pressensé, “The Relations of France and England,” Nineteenth 
Century, XXXIX (February, 1896), 193 and 202. At the time that he wrote this 
article, de Pressensé was not a Socialist; but he became a member of that party 
during the Dreyfus affair, and distinguished himself as one of its strongest de- 
fenders of internationalism. 
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had been.** The same attitude was embodied in a resolution by 
the Parti socialiste frangais, of which Jaurés was the principal 
leader, wherein there was demanded, not the repudiation of the 
alliance with Russia, but the “renunciation of every alliance 
which does not have for its exclusive object the maintenance of 
peace.’’** 

The pacific nature of the Franco-Russian understanding re- 
ceived its first great test in the war between Russia and Japan. 
French participation in the conflict was, indeed, prevented, and 
that partly because the Combes ministry dared not risk its life 
by alienating the support of the extreme left through a distinc- 
tively pro-Russian course of conduct. Nevertheless, the Social- 
ists did not find the events of 1904-5 entirely reassuring. 

At the congress of the French Socialist party held at Saint- 
Etienne shortly after the outbreak of the war, the Russian alli- 
ance was one of the most important subjects of discussion. The 
parliamentary group showed its temperate attitude in the efforts 
of its official reporter, M. Gustave Rouanet, to prevent an out- 
and-out condemnation of the alliance, which, he said, could be 
an instrument of peace if both parties desired it.?* The tempera- 
mentally moderate Jaurés, with one eye to securing as much 
support as possible for the proposition of Socialist participation 
in bourgeois governments at the imminent meeting of the Inter- 
national at Amsterdam, did not hesitate, in the Chamber of 
Deputies, to give the Combes minisiry some anxious moments 
by his declaration that the alliance ought to be broken.”* But 
at Saint-Etienne, where his advice would almost certainly have 
prevailed, he limited himself to a mere denunciation of the view 

* Journal officiel, débats parlementaires, chambre des députés, I (January 
23, 1903), pp. 219-20. André Tardieu quotes only so much of Jaurés’ speech as 
promises support, and omits all reference to the qualification (France and the 
Alliances [New York, 1908], p. 26). 

™“ Quatriéme congrés général du parti socialiste frangais, tenu & Tours du 2 
au 4 mars, 1902. Compte rendu, p. 382. 

* Gustave Rouanet, “La politique du parti socialiste francais. Rapport du 
groupe socialiste parlementaire au congrés de Saint-Etienne,” in Revue socialiste 
XXXIX (February, 1904), 158-61. 


* Annual Register (n.s., 1904), p. 253. 





FRENCH SOCIALISM AND THE TRIPLE ENTENTE 467 


that France was bound under the treaty to help her ally in the 
Far East; he maintained that it was purely “an alliance to safe- 
guard Europe.’”*’ The resolution finally adopted did not ask for 
repudiation, but demanded the publication of the text of the 
alliance and full publicity on international affairs. It further de- 
clared that by nothing less than a coup d’état the operation of 
the agreement was about to be transferred from European to 
Asiatic soil, greatly to the advantage of Russia. The resolution 
deplored the moral support which France had already given to 
the imperialism of her ally, and once more defined the anti-war 
and anti-imperialistic position of the party.” 

Throughout the course of the war the Socialists exerted 
themselves to prevent its extension to include any other nation. 
Jaurés ridiculed the conception of popular sovereignty which 
allowed irresponsible diplomats to negotiate secret treaties by 
which the sons of French voters might be sent to die upon the 
shores of Japan.*® De Pressensé, formerly so favorable to the 
alliance, was convinced by the dangers of 1904 that, instead of 
being an instrument of real peace, it was but a part of the armed 
peace. He advocated that it be abrogated.*° 

As long as the Combes ministry remained in power the So- 
cialists of France abstained from any discussion of foreign pol- 
icy in the Chamber of Deputies, but in 1905 they threw their 
whole weight against him. Until that year the skilful diplomat 
had enjoyed more confidence from the extreme left than that 
section ever gave again to bourgeois foreign ministers. His han- 
dling of the Fashoda affair, the negotiations with Italy and 
Spain (in so far as they were known to the public), and the un- 
derstanding with England in 1904 were all hailed by the Social- 
ists with approval. On the other hand, the secretive nature of 

* Jean Jaurés, “La guerre russo-japonaise et l’alliance franco-russe,” text of 
his address at Saint-Etienne, in Revue socialiste, XX XIX (March, 1904), 305-16. 

* Text of the resolution in Revue socialiste, XXXIX (March, 1904), 362-64. 

* Jaurés, “Le programme socialiste; les organisations ouvriéres et l’action 
internationale,” in Revue socialiste, XX XIX (April, 1904), 391. 

” De Pressensé, “La guerre russo-japonaise,” in Revue socialiste, XXXIX 
(June, 1904), 679-94. 
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his diplomacy had never been liked, and during the war in the 
Far East many Socialists were convinced that Delcassé was 
showing favoritism to Russia. His obstinate course in the crisis 
with Germany convinced them that his policy was not one of 
peace. Furthermore, the fall of the Combist bloc and the adop- 
tion of a policy of non-co-operation by the Unified party made 
him legitimate prey. On April 19, 1905, the cumulating forces 
of opposition launched a memorable attack upon his policies in 
the Chamber, and among other accusations brought against him, 
especially by the Socialists, was that of permitting unneutral 
treatment of Russian and Japanese warships in the bays of 
French Indo-China.** When Delcassé had finally resigned, M. 
de Pressensé did his best to dispel the notion so generally ac- 
cepted in England that France had bowed before Germany’s 
threat, and that Delcassé’s going meant a repudiation of the 
Anglo-French entente. The true reason for the retirement, said 
de Pressensé, was the foreign minister’s false patriotism of 
revanche, as evidenced, among other things, by his reckless 
failure to observe strict neutrality in the Far East at the very 
moment of the crisis with Germany.** 

From time to time, when the clouds of war hung less omi- 
nously over Europe, the French Socialists entertained faint 
hopes that the two systems of alliances would eventually merge 
into one grand association of nations for the preservation of 
peace. Jaurés gave expression to this hope in 1903, when he 
applauded the rapprochement of France and Italy.** In the 
same spirit, Jaurés, Allemane, Briand, and other French Social- 
ists, the same year, counseled the Italian Socialists to abstain 
from hostile demonstrations in case the Tsar should visit Italy.** 
In the early part of 1911, however, after the Triple Entente had 


™ Journal officiel, débats parlementaires, chambre des députés (April 19, 
1905), p. 1929. 

De Pressensé, “The Fall of M. Delcassé and the Anglo-French Entente,” 
Nineteenth Century, LVIII (July, 1905), 23-26. 

* Journal officiel, débats parlementaires, chambre des députés, I (January 23, 
1903), Pp. 219-21. 

* René Pinon, L’empire de la Méditerranée (Paris, 1912), pp. 81-82. 
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had an opportunity to ripen somewhat, before the Agadir crisis 
of that year brought the specter of an impending European war 
vividly before all thinking men, and while Briand, his old col- 
league in Socialism, was still at the head of the government, 
Jaurés had come to the conclusion that security lay rather in 
an exact balance of the two groups, and deplored the fact that 
Russia had, at the Potsdam conference, proceeded to a settle- 
ment with Germany of their dispute over the territory in Persia 
through which the Bagdad Railway was laid out to run, with- 
out first consulting France. He contended that the two alliances 
were well-balanced agencies for peace, which should not be dis- 
turbed by one pacty’s making a separate agreement with an- 
other.*® As late as 1912, in the first elation over what seemed a 
peaceful settlement of the dangerous Balkan imbroglio, Jaurés 
exclaimed that “if Europe had been divided into two parts, it 
was for the purpose of facilitating negotiations and of better 
effecting the general agreement of the Powers.’ 

But while occasionally some such favorable expression on 
the system of alliances was ventured, perhaps more in sheer des- 
peration than in genuine confidence, the deep undertone con- 
tinued to sound the note of fear that Russian imperialism would 
lead the world to slaughter. 

One of the reasons why Jaurés was so anxious that France 
should keep her skirts unsullied in Morocco was that she might 
possess the moral right to exert a restraining influence upon the 
ambitions of Russia and Austria in the Near East. To this sen- 
timent he gave emphatic expression during the mutual recrimi- 
nations of those powers over the Bosnia-Herzegovina problem 
in 1908.*" So strong were his feelings on this matter that, a few 
days before the outbreak of hostilities in 1914, in a speech that 


* Journal officiel, débats parlementaires, chambre des députés, 1st sess. (Jan- 
uary 13, I9II), Pp. 32. 

* Ibid., 2d sess. (December 21, 1912), pp. 1346-48. 

The Recollections of Isvolsky show that Poincaré really gave Russia a free 
hand in the Balkans in 1912. 

* Journal officiel, débats. parlementaires, chambre des députés, 2d sess. (No- 
vember 26, 1908), p. 2674. 
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he delivered at Vaise, he charged France with a share in the 
responsibility for the existence of the Serbo-Austrian question, 
because, at the time when she should have been righteously op- 
posed to Austria’s course (1908), she herself stood in need of 
forgiveness.** 

The Serbo-Austrian question loomed in the minds of French 
Socialists as an ever more menacing cause of war, and they con- 
sidered Russia both as partly responsible for its origin and as 
the most sinister element in it. They were firmly convinced of 
Isvolsky’s guilt in the Biichlaii conversations; they scoffed at 
Russia’s professed national interest in the Slavic races of the 
Balkan peninsula.*® They were equally convinced that Isvolsky 
was systematically planning revenge for the trick played him 
by Aerenthal, when, after having agreed with Isvolsky at Biich- 
laii to annex Bosnia-Herzegovina only under conditions which 
would permit adequate compensations to Russia, he proceeded 
to the annexation before the Russian foreign minister’s arrange- 
ments were completed, and that Isvolsky was counting on 
France to aid him. Worst of all, especially after 1912,*° it seemed 
very evident to them that France was playing into his hand. 
“Why does France adopt this exclusive and brutal policy?” 
asked Jaurés. “Has she no other glory and no other purpose 
than to serve the rancors of M. Isvolsky?”** The feeling that 
Isvolsky was the inspiring demon in France’s foreign policy was 
very strong with the leader of French Socialism, and the investi- 
gator is tempted to ask where he obtained so much exact infor- 
mation concerning the most secret events of the foreign office.’ 


* Extracts from the speech are quoted by Rappoport, op. cit., pp. 77-81. 

* Journal officiel, débats parlementaires, chambre des députés, I, 1st sess. 
(January 13, 1911), 38. 

“ Cf. in this connection, Wilhelm Marx, “The Responsibility for the War,” 
Foreign Affairs, IV (January, 1926), 184-87. 

“ Cf. quotations from editorials by Jaurés in Gouttenoire de Toury, Jaurés 
et la partie de la guerre (Paris, 1922), pp. 143-50. 

“For an illuminating discussion of recent findings on the subject of war 
guilt, cf. Harry Elmer Barnes, “Assessing the Blame for the World-War,” Cur- 
rent History Magazine, XX (May, 1924), 177-78. Interesting as instances of 
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The French statesmen who played the reckless Russian’s 
game M. Jaurés denounced with vigor. When M. Poincaré, in 
January, 1913, entered the Elysée as president of the Republic, 
Jaurés predicted seven years of reaction and of war. He regard- 
ed his policy as “more Russian than Russia.” The substitution 
of Delcassé for the pacific Georges Louis at St. Petersburg he 
declared, in L’Humanité, to be evidence of the militaristic spirit 
which had seized a great part of France.** 

The attitude of the Socialists toward the three-year army 
service law (1913) is well known, especially the contention of 
Albert Thomas and Eduard Vaillant that the proposal was 
brought in by the government to fulfil a promise made by Poin- 
caré to the Russian foreign minister in 1912.** They held, fur- 
ther, that the tense international situation which the government 
invoked to justify the bill was in no small measure due to the 
foreign policy that France had pursued since 1890, namely, that 
of imperialistic aggrandizement on her own part, and that of 
encouraging the imperialism of Russia in its rivalry with that of 
other powers, notably Austria.** The adoption of military pre- 
cautions, therefore, seemed to the members of the extreme left 
to be merely an aggravation of the trouble, not a blow at its roots. 

During the crowded and confusing days of July, 1914, it 


special pleading, and because they make use of more recently published materials, 
are Poincaré’s “The Responsibility for the War,” Foreign Affairs, IV (October, 
1925), 1-19, and ex-Chancellor Marx’s more scholarly and more convincing re- 
joinder, referred to in footnote 40, above. 

“De Toury, op. cit., pp. 151-55. For Poincaré’s own version of the Louis 
episode, consult his article, “The Responsibility for the War,” loc. cit., pp. 11-12. 

“ Journal officiel, débats parlementaires, chambre des députés, 2d sess. (June 
26, 1913), p. 2233. For evidence that Poincaré and Isvolsky co-operated in brib- 
ing the French press to support the three-year law, cf. Barnes, “Assessing the 
Blame for the World-War,” loc. cit., pp. 184-85; and Gannett, “Secret Corrup- 
tion of the French Press,” loc. cit., p. 137. 

“ Journal officiel, débats parlementaires, chambre des députés (June 16, 
1913), P. 1953. 

The position taken by the Socialists on this issue proved excellent political 
ammunition in the elections of 1914; a considerable number of seats were won, 
and only the loyalty of the Socialists to the Amsterdam resolution (1904) pre- 
vented another left cartel like that of the Combist bloc. 
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was proved how much more nearly correct the position of Jaurés 
had been at the congress of the International at Stuttgart (1907) 
than that of Bebel; the latter had refused to commit the Social 
Democracy to any prearranged course of action in case of a 
threatened war between France and Germany, because, he said, 
when such a war should loom it would be easy for Socialists to 
distinguish the aggressor and join the victim.** The difficulty of 
accurately labeling the aggressor proved insurmountable in ev- 
ery country, even, as it now seems, for Jaurés. It is true that 
with characteristic broadness of view he summarized the re- 
sponsibility for the crisis in these words: “The colonial policy 
of France, the underhanded policy of Russia, and the brutal 
greed of Austria have contributed to create the horrible state of 
affairs in which we now find ourselves.”*’ It is also true that at 
the meeting of the International Socialist Bureau, hastily con- 
vened at Brussels on July 29, Jaurés announced it to be the duty 
of French Socialists “to insist that it [the government] shall 
speak with force that Russia may abstain,” and that “if, unfor- 
tunately, Russia does not abstain, it is our duty to say, ‘we do 
not know of any other treaty than the one which binds us to the 
human race.’’’** The fact, nevertheless, remains that, as far as 
evidence now goes to show, he was firmly convinced, at the 
moment of his assassination, of the honestly pacific intentions of 
the French government. At Brussels he also said that so far as 
the French Socialists were concerned they did not need to adopt 
forcible measures to make their government pursue a course of 
peace; such a course was being pursued; and Jaurés maintained 
that he, who had never hesitated to draw down upon himself 
the curses of the chauvinists by his advocacy of a Franco-Ger- 
man rapprochement, had the right to say that “the French gov- 
ernment wishes peace.”** It is an interesting, but vain, specula- 
tion to wonder what line of action he would have taken during 

“ Septiéme congrés socialiste international, tenu a Stuttgart du 16 au 24 
aout, 1907. Compte rendu analytique, p. 119. 

“ Rappoport, op. cit., p. 80. 

“Current History Magazine, I (November, 1914), 398-99. 

“ Rappoport, of. cit., p. 84. 
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the war had he not been shot by a fanatical chauvinist on Au- 
gust I. 

3. The entente with England—In marked contrast to the 
ill will with which the French Socialists regarded the Russian 
alliance was the pleasure with which they contemplated the un- 
derstanding with England. For this attitude both the democratic 
nature of the English government and the free, open character 
of the understanding itself were responsible. Indeed, the French 
Socialists always claimed the credit, together with their English 
comrades, of having initiated the movement of rapprochement. 
As early as 1896 M. Francis de Pressensé, concerning whom it 
has already been noted that he later became a Socialist, urged 
that England join Russia and France in a diplomatic under- 
standing, and thus make unnecessary an otherwise inevitable, 
but unnatural, relation between France and Germany.” But it 
was especially by their action at the time of the Fashoda crisis 
(1898) that the Socialists claimed to have contributed to the 
improved relations. De Pressensé pleaded for moderation and 
penitence on both sides of the Channel."* And when the danger 
of war seemed most imminent a joint meeting of French and 
English Socialists was held in Paris, which protested against 
war and urged that their countries enter into closer relations for 
the future.’ In the Chamber of Deputies the extreme left ap- 
plauded every suggestion that an end be put to the state of qui 
vive between Englandand France by means of an enduring ac- 
cord; ** and when Foreign Minister Delcassé, who had succeeded 
M. Hanotaux during the crisis, announced an amicable solution, 
even the extreme M. Vaillant congratulated him and expressed 

© De Pressensé, “The Relations of France and England,” Nineteenth Cen- 
tury, XX XIX (February, 1896), 189-203; by the same author, “England, France, 
Germany, and the Peace of the World,” Contemporary Review, LXXXVIII 
(August, 1905), 159; G. H. Stuart, French Foreign Policy from Fashoda to Sera- 
jevo (New York, 1921), p. 110. 


“De Pressensé, “France and England: An Examination and an Appeal,” 
Contemporary Review, LXXV (February, 1899), pp. 153-60. 


™ Jaurés, “Le programme socialiste,” Joc. cit., p. 388. 


* Journal officiel, débats parlementaires, chambre des députés, I (January 
23, 1899), 132-39. 
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the confidence of the extreme left in the genuinely peaceful in- 
tentions of the new minister. He also seized the opportunity to 
plead earnestly for an enduring understanding with England.* 
A few years later, in 1904, the much-desired entente was 
realized. The Socialists of France welcomed it heartily, but put 
their own construction upon it. “I am happy, on this occasion,” 
declared M. de Pressensé, now an active and respected member 
of the Socialist party, “to do a merited homage to our diplo- 
macy. It has conducted itself . . . . as it always should, as a 
conciliator, as the agent of peace, as the messenger of concord.” 
Europe, he maintained, would ultimately have to choose be- 
tween the tyranny of an overpowering military empire and unity 
in a federated republic, and the treaty with England he believed 
was a step in the direction of the latter.*° Jaurés, too, expressed 
fervent admiration for the achievement of the foreign minister, 
but made it abundantly clear that he and his colleagues did not 
view the Russian alliance in the same light.** Their pleasure 
was not unmixed, however. The impulse to colonial expansion 
into Morocco contained in the treaty was envisaged with evil 
forebodings, a description of the familiar methods of financial 
imperialism was given, and a solemn warning uttered against 
the entry of France upon that course in the Sultan’s empire.” 
It was in spite of these well-grounded fears, and mainly 
because they believed that the treaty,»besides removing the 
standing menace of a war with England, would eventually pro- 
mote the cause of international good will, that the Socialists 
voted in favor of its ratification.°* It must be further borne in 


“ Ibid, (January 24, 1899), pp. 155-56. 

* Ibid., 2d sess. (November 10, 1904), pp. 2370-71. 

* Ibid., p. 2375. * Ibid., pp. 2370, 2379-80. 

* Though they voted for the ratification of the treaty of 1904, the French 
Socialists never subscribed to the contention that their country thereby acquired 
a free hand in Morocco. Even while it was before the Chamber they urged that 
a similar agreement be reached with Germany. After the Algeciras conference 
they insisted upon the international character of Morocco. The growing suspicion 
of the existence of certain secret clauses in the arrangements with England and 
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mind that the Combes ministry had not yet fallen, and that Del- 
cassé had not yet been revealed, by the disagreement with Ger- 
many, in his most sinister character. On the other hand, his 
deference to Russia, or what the Socialists denominated as such, 
in the war with Japan had so far aroused their fears that they 
were undoubtedly glad of any arrangement with the ally of 
Japan which would render more unlikely the active participa- 
tion of France in the conflict. 

Throughout the subsequent life of the entente the French 
Socialists continued to insist upon its fundamentally peaceful 
character. This was especially manifest in 1905, when the ten- 
sion produced by the Russo-Japanese War and the Morocco 
crisis led to the practically forced resignation of .M. Delcassé. 
The events of that year made it abundantly plain that the for- 
eign minister did not view the understanding with England as a 
step toward the friendly liquidation of all international rivalries, 
but as a means of taking revenge upon Germany. In the light of 
this revelation the Socialists had no hesitation in declaring that 
the credit for having conceived the idea of the entente belonged 
to themselves, and in no degree to M. Delcassé, whom they ac- 
cused of having been so absorbed in cultivating the Russian alli- 
ance that he was impervious to every suggestion of an agree- 
ment with England until he detected an opportunity thereby to 
advance French imperialism in Morocco and to deliver a studied 
affront to Germany, both of which objects the real friends of 
England in France would have been the first to disavow. The 
French Socialists had accepted the treaty of 1904 as an insur- 
ance policy against war; they were very anxious to see other 
such insurance policies written; they did not consider the Rus- 
sian alliance in that light, but hoped that England and France 


Spain, by which that territory was virtually partitioned by those three powers, 
filled the Socialists with a disgusted apprehension, which received full confirma- 
tion by the publication of those clauses in 1911 (cf. ibid. [December 19, 1911], 
PP. 4103-4). 

De Pressensé, “The Fall of M. Delcassé and the Anglo-French Entente,” 
loc. cit., pp. 26-30; Journal officiel, débats parlementaires, chambre des députés 
(April 19, 1905), pp. 1925-26. 
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together might liberalize the Triple Entente; it was, therefore, 
a matter of vital concern with them that the Anglo-French 
agreement should not be directed against anyone, not even 
against Germany.” 

But if they were eager to prevent the accord with England 
from being converted into an engine of war against Germany, 
they were correspondingly firm in their determination not to 
allow Germany to dictate its repudiation. In the famous address 
which Jaurés was forbidden by the German authorities to make 
in Berlin, but which was widely printed and read, he spoke very 
plainly. “It would be intolerable,” he said, “to expect of our 
country that it should break with England, that it should de- 
nounce the pact of good understanding with her. No more than 
we would wish an agreement with England which should be di- 
rected against Germany would we be willing to purchase a rap- 
prochement with Germany by a rupture with England.” 

In general, the threatening international situation of 1905 
cleared up to the satisfaction of the French Socialists. Neutral- 
ity was preserved in the Russo-Japanese war; the fall of the 
crafty Delcassé relieved the tension with Germany; in Russia 
the revolution seemed about to produce a degree of democracy; 
in England the imperialistic Unionists were defeated by the 
Liberals; and the dangerous Morocco question was settled at 
Algeciras in a manner of which even they could approve. In 
retrospect, therefore, the entente with England seemed to them 
to have proved its worth as an instrument of harmony, and in 
prospect its chances for usefulness seemed improved by the po- 
litical events in each of the countries which were soon to form 
the Triple Entente. These sentiments were eloquently expressed 
by Jaurés in an interpellation on Morocco.” At the same time, 
however, he issued a warning against an abuse of this friendship 
to serve immediate and selfish ends. 

© De Pressensé, “The Fall of M. Delcassé and the Anglo-French Entente,” 
loc. cit., pp. 158-59. 

™ Rappoport, of. cit., p. 69. 

™ Journal officiel, débats parlementaires, chambre des députés, 2d sess. (De- 
cember 6, 1906), p. 2955. 
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The conviction that England was interested in preventing a 
general European conflict, and that the understanding with her 
was a powerful means to that end, continued to be the controll- 
ing factor in the attitude of the French Socialists toward it until 
the crises of 1911 and 1912, in Morocco and the Balkans, re- 
spectively, showed that a single misstep would involve catastro- 
phe. But as the years passed and the rivalry between England 
and Germany grew more intense, their apprehensions were in- 
creased. And for this state of affairs they held that France was 
somewhat to blame. Instead of employing her now dignified 
diplomatic position to mediate between the rivals in their alter- 
cations over the Bagdad Railway concessions in Mesopotamia, 
she held coldly aloof.** For its failure to join England in her 
atternpts to reach an agreement with Germany about the limita- 
tion of naval armaments the Socialists assailed the government 
with great bitterness. During the debate on the three-year army 
service law, in 1913, Vaillant declared that, rather than co-oper- 
ate with England in effecting a rapprochement with Germany, 
France had chosen to be the servant of Russian imperialism, 
thereby showing that she was dominated by a nationalism which 
was indistinguishable from Pan-Slavism and Pan-Germanism.”* 

The fear of Russia’s unscrupulous policies developed to 
such an extent among the Socialists of France that they began 
to see signs that even the British were being driven by the inter- 
national situation, especially the German naval increase, to in- 
denture themselves to the Slavic empire. After the first elation 
over the avoidance of war had passed, and when the details of 
the negotiations were better known, Jaurés expressed the con- 
viction that the important réle played by Russia at the London 
conference in 1912 was proof of that subordination, and he ex- 
pressed himself as being deeply humiliated by “the impudent 
diplomacy of M. Poincaré” in supporting her.** De Pressensé 
wrote in the same vein on the eve of President Poincaré’s de- 

* Ibid., 2d sess. (December 27, 1909), p. 3789. 

“ Ibid., 1st sess. (June 17, 1913), Pp. 1974. 


” Cf. article by Jaurés in L’Humanité (February 10, 1913), quoted in part 
by De Toury, of. cit., pp. 153-54. 
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parture for Lendon, in June, 1913: “The essential thing is that 
the President of the Republic at London give up the spirit of 
blind docility which he last year took with him to St. Peters- 

The interests of France demand that our diplo- 
macy shall not follow in the wake of the Tsar’s policies alone.” 
In steadily diminishing degree, after 1911, the Socialists placed 
their confidence in the Anglo-French entente. 

Thus, on the eve of the war, the Socialists of France were 
despairing of the system of alliances as likely to develop into 
organs for the establishment of a better international order. In- 
stead, they were advocating a new code of international ethics, 
in which international harmony was to replace the struggle for 
national aggrandizement. Idealistic as this suggestion was, it 
gained relatively little headway until the war and its disasters 
made peace seem supremely desirable. The French Socialists 
were, together with Socialists in other countries prior to the war, 
doing missionary work for the peace spirit, toward the realiza- 
tion of which such men as Briand, for many years a close friend 
of Jaurés, Vandervelde, the Belgian Socialist, and J. Ramsay 
MacDonald, also a friend of Jaurés, have contributed so much 
in these latter years. 
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RATE BASE FOR EFFECTIVE AND NON-SPECULATIVE 
RAILROAD AND UTILITY REGULATION 


Professor Harry G. Brown’s recent article on “Railroad Val- 
uation and Rate Regulation” presents a defense of the reproduc- 
tion cost basis of railroad and other utility valuation for rate- 
making.’ His discussion is based wholly upon economic grounds, 
the desirability of the particular method of valuation as a matter 
of policy, without regard to legal decisions. He believes that it 
would be unwise to base rate-making upon actual cost instead of 
the reproduction cost of the properties. His analysis is keen and 
subtle, and presents certain angles that have received little con- 
sideration in the vast amount of valuation discussion. The sub- 
ject is of such great present importance that every aspect ought 
to be analyzed and presented. There is hardly a field of eco- 
nomic inquiry which is more in need of intelligent and impartial 
investigation. 

I. UNDEFINED POLICIES 

In this discussion we shall devote ourselves exclusively to 
the major question considered by Brown, whether, on broad eco- 
nomic grounds, the actual cost or the reproduction cost of the 
properties used in service furnishes the more desirable basis of 
rates. No other phase of valuation and rate-making will be con- 
sidered. As to this single question, I believe that Brown is mis- 
taken in supporting reproduction cost. 

This belief is based upon the requirements of effective and 
sound regulation. If we agree that rate control itself is desirable, 
that the companies should not be free to fix rates without public 
restraint as prices are fixed in other industries, we must have re- 
gard for workable policies and machinery of control. Is there a 
single American economist today who would release the rail- 
roads and public utilities from the obligation of reasonable rates 
and abandon public rate regulation altogether? The principle 


* Journal of Political Economy, October, 1925. 
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that the utilities are vested with a special public interest and that 
they are essentially different from ordinary enterprise has be- 
come so thoroughly established in our accepted economic pol- 
icies that there can hardly be thought of giving up regulation. 

I assume, therefore, that so far as the general policy of regu- 
lation is concerned, economists agree that it has been soundly 
conceived and should be continued. If so, then how has regula- 
tion worked, what have been the practical difficulties, and what 
are the sensible remedies? As to our particular problem: Which 
basis of valuation is better suited for a systematic program of 
control, actual cost or reproduction cost of the properties? 

We have struggled with active rate regulation for about 
twenty-five years, and the results to date have been extremely 
unsatisfactory. The cost has been enormous; litigation has been 
extensive; and desirable rate adjustments with changing condi- 
tions have been unreasonably delayed or defeated. These facts 
are well known to all who have had close contact with regulation. 
What can be done? Are we confronted with an inevitable con- 
dition, and is regulation, therefore, impracticable? 

Personally, I believe that regulation can be made effective, 
without prohibitive cost and without constant conflict between 
public and private interests. The difficulty has been that rate 
regulation was launched—like so much of our economic and so- 
cial legislation—without thought of the complicated administra- 
tive problems and without prescribing exactly what was to be 
done. Both in the Interstate Commerce Act and in the various 
state public utility laws, we contented ourselves with placing 
upon the commissions the duty of fixing reasonable rates, with- 
out defining specifically how “reasonable” shall be measured 
and by what exact steps and machinery such “reasonable” rates 
shall be established. 5 

The vague principle has been laid down by the courts (not 
by legislation )* that the companies are entitled to a “fair rate” 


* Perhaps a more correct statement would be that the legislatures followed 
the pronouncement by the Supreme Court in Smyth v. Ames (169 US., 466, 544); 
or were cautious not to prescribe any principle or procedure which might be 
deemed in conflict with that statement, which appeared in 1898, about ten years 
before any of the regulatory acts became laws. 
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of return on the “fair value” of the properties. But that does not 
get appreciably farther than “reasonable” rates. There has been 
no legislative or judicial yardstick of “fair rate” of return or 
“fair value.” In every attempt to adjust rates, therefore, we 
have had a conflict between the public and the companies. The 
latter naturally have striven to get the maximum sum that can 
be packed into “fair value,” while the public has been equally 
concerned in putting the minimum into the same container. 
Consequently, rates could not be reduced when justified, nor in- 
creased when required by sound financial considerations. To a 
large extent regulation has been strangled by the conflict of in- 
terests and we have had litigation instead of regulation. Today, 
after twenty-five years of laborious experience, the commissions 
are floundering before their tremendous task of rate-making and 
are all but helpless in dealing with the numerous properties in 
the face of shifting prices and changing financial and operating 
conditions. 
II. FUTILITY OF SHIFTING RATE BASE 


The objection to reproduction cost is that it does not provide 
a sufficiently definite rate base. The amount is not only shift- 
ing, but difficult of determination. It follows not only the 
changes in general price level, but also the prices of particular 
materials and labor used in a given utility and the development 
of their methods of construction. Consequently, a valuation, no 
sooner than completed, begins almost immediately to lose its po- 
tency as a continuing rate base and in a few years must be rede- 
termined. Then the same cumbersome procedure must be re- 
peated, with conflict of interest at every step. There are always 
wide differences of opinion as to the quantities of materials and 
labor contained in the various units of plant and equipment, dif- 
ferences as to the pricing of the units, disagreement as to the 
overheads allowed, and battle over depreciation and going value. 

This procedure means laborious computations prepared by 
costly experts, protracted hearings before the commissions, te- 
dious direct and cross-examinations by two or more sets of ccun- 
sel (with appropriate fees), absurd wrangling over meanings of 
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words and qualifications of witnesses, piling up of imposing and 
largely useless records, and bewilderment of the commissioners, 
who mostly have but a vague notion what the “racket” is all 
about. How long does all this take and what does it cost? How 
satisfactory is the result? What attitude is fostered between the 
public and the companies? And how often will the whole course 
have to be repeated? 

This is not a hypothetical situation, but one that has contin- 
ued for twenty-five years. We have had confusion because we 
have had an indefinite and indeterminate rate base. And the 
confusion will be inevitable so long as we base rates upon vary- 
ing quantities and redeterminable amounts, so that each adjust- 
ment in rates involves conflict of interest between the public 
and the companies. This is the chief defect of reproduction cost, 
and makes effective regulation impossible. 

The advantage of actual cost would be the fact that it is a 
definite quantity, exactly measurable, not variable, and recorded 
in the accounts of the companies. When the cost for a unit of 
property had been incurred, it would become an indisputable 
fact and furnish a precise basis of return to investors. The com- 
missions would know constantly, through accounting control, 
whether an adequate return was received. The rights of the in- 
vestors and obligations of the consumers would be clearly de- 
fined and exactly determined. An adjustment in rates upward 
or downward would be a comparatively simple administrative 
act. The conflict between investors and public would be elimi- 
nated; so that the commissions would be saved all the futile 
labor and would be free to devote attention to constructive 
phases of regulation. 


III. RATES DETERMINED CONSISTENTLY BY COST OF SERVICE 


If the actual cost of the properties were adopted for the rate 
base, rates would rest systematically in all respects upon the cost 
of service, and the facts could be taken readily from the ac- 
counts. 

There are three general factors included in rates: operating 
expenses, taxes, and return on investment. The first consists of 
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labor and materials used in furnishing the service, including the 
maintenance and renewal of properties; and the second includes 
the various contributions to government. These two elements on 
the average constitute about 75 per cent of the total amounts 
covered by reasonable rates, and they already rest firmly upon 
actual costs. While there is no such direct provision of law, they 
have become thus established in practice by the commissions 
and have received the tacit approval of the courts. If, therefore, 
75 per cent—or even 60 per cent—of the rate constituents now 
rest definitely upon cost, as shown by the accounts, why not fix 
the return on investment—only 25 per cent of the total rate con- 
tent—on the same basis? When we have exact principles and 
procedure as to the bulk of reasonable rate requirements, why 
not apply them to the rest, so that rate-making may be admin- 
istered altogether through modern accounting methods? 

In holding that rates should be based upon cost as to all fac- 
tors, we have in mind to determine in this way only the total 
amounts to be collected by the companies from the public. This 
would define and fix automatically the rights of the investors 
and would eliminate all conflict of interest when any rate adjust- 
ment is made. But apart from thus determining the total sums 
payable by the consumers, the commissions should be free to 
establish such rate differentiation as may be justified either as to 
the separable cost of the different classes of service, or as to re- 
quirements for the fuller utilization of the properties, or in con- 
sideration of what the traffic will bear. Indeed, it may be wise, 
as I personally believe it is to a considerable extent, to charge 
“what the traffic will bear,” provided that consistent rate struc- 
tures are maintained. But the amounts available to the invest- 
ors should rest upon definite facts, so that in any rate matter, 
including differentiations, the commissions will be free to con- 
sider only what is broadly desirable on economic and social 
grounds, without conflict of interest on the part of the com- 
panies. If their return were definitely fixed and provided for, 
they would be willing to assist in establishing the most desirable 
rate structures from the public standpoint and in providing all 
desirable improvements in service. 
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IV. FINANCIAL STABILITY 


In addition to the requirements for effective regulation, the 
actual cost basis is necessary also to maintain proper financial 
stability of transportation and public utilities. 

On the actual cost basis, the investors, whether bondholders 
or stockholders, would have maximum safeguards for the return 
called for by their particular holdings. Rates as a whole would 
be high enough at any time to cover not only operating expenses 
and taxes, but also the interest on bonds and requisite dividends 
on capital stock issued for the construction and equipment of the 
properties. There would be no public guarantee, but if rates 
could be raised high enough the expected payments would be 
made. 

The actual cost basis would thus furnish the highest security 
for railroad and public utility bond and stock issues. In most 
instances there is a wide margin between the maximum rates 
that might be charged without serious reduction in the volume 
of business, and the rates which would bring the expected return. 
The service represents commercial and social necessities; conse- 
quently the demand does not fall rapidly with moderate in- 
creases in rates. This fact would practically assure the indicated 
return to the investors, and the systematic machinery would pro- 
vide continuous adjustment in rates so that there would be little 
risk of the expected returns not being actually paid.* 

With this high degree of security established, there would be 
two «reat financial advantages: (1) the rates of return required 
upon any security issue would be the minimum, and (2) there 
would be slight fluctuation in security values. This means that 
speculation would be practically eliminated from railroad and 
public utility investments. The financing would rest upon serv- 
ice requirements and not upon financial manipulation and hope 
of speculative profits. 

But if the reproduction cost basis were adopted, there would 

* There are, of course, many instances where construction was not justified 
by the reasonably expected service; in such cases no machinery for rate-making 


can prevent the losses due to bad judgment. Moreover, during periods of busi- 
ness depression utilities might have to suffer somewhat with other businesses. 
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be a serious factor of financial instability, and a dangerous ele- 
ment of speculation. In the course of changing price levels, the 
total return allowed would be increased as prices rose and re- 
duced as prices fell. If the entire financial structure consisted of 
common stock, then, apart from the grave difficulty of regula- 
tion, there would be no objection to making such an adjustment. 
There would be no unjust burden upon consumers, if with higher 
prices a correspondingly higher cash return were paid to the in- 
vestors, and with falling prices a lower return. 

The difficulty, however, comes with the prevailing financial 
structure. The fact is that the bulk of the actual investments in 
railroads and public utilities is not represented by common stock 
but by bonds and preferred stock with a fixed rate of money re- 
turn, on which, therefore, no adjustment for higher or lower 
prices can be made. The actual return received by such invest- 
ors is based upon contract, which controls whatever rate base 
may be adopted. 

Approximately 75 per cent of the funds for existing railroads 
and public utilities has been furnished by security holders re- 
ceiving a fixed contractual money return, and 25 per cent by 
common stock upon which an adjustment for changing price 
level may be made.* This is a concrete situation which cannot be 
ignored or changed, and it is one of the controlling facts in the 
consideration of adopting, on economic grounds, actual cost in- 
stead of reproduction cost of the properties as the desirable rate 
base. 

Let us see the consequence upon such a financial structure, 
if we were to adopt reproduction cost. During rising prices, the 
adjusted higher return would be based on the entire property, 
but 75 per cent of the investors would continue to receive fixed 
monetary payments; consequently the higher money return 
based upon the total property would go to the benefit of only 25 
per cent of the actual investors. The holders of bonds and pre- 
ferred stock would receive no advantage from the adjustments 
and would still suffer the loss in purchasing power, while the 


“Cf. Bauer, Effective Regulation of Public Utilities, pp. 122-26. 
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common stockholders would get increases far out of proportion 
to the higher prices. Except for the differences in rate of inter- 
est, the common stock would get four times its proportionate ad- 
justment. This would be a strong incitement to speculation and 
would tend to lead control of the companies away from consid- 
erations of service to the speculative rewards obtainable through 
dealing in the securities. 

During the course of falling prices, we should have the re- 
verse operation: the reduction in money return would apply to 
the entire investment, but 75 per cent would still continue to 
draw the fixed contractual return provided by the bonds and 
preferred stock. Consequently the reduction, as in the case of 
the increase, would operate cumulatively at a fourfold rate upon 
the common stock, so that the money return received would 
diminish all out of proportion to decline in purchasing power. 
This would not only be a speculative factor, but would work 
rapidly for disorganization and financial disruption. As prices 
declined, the percentage of the total money return required for 
interest and preferred dividends would be higher and higher, 
leaving a rapidly decreasing proportion for the common stock- 
holders. As the margin diminished, not only would the value of 
the common stock decline, but the integrity of the bonds would 
be impaired. A 25 per cent decline in prices below the actual in- 
vestment basis of any given company would cut off all income on 
the common stock, and a further decline would produce a receiv- 
ership. The entire field of railroads and public utilities would 
become financially demoralized during a long period of greatly 
falling prices such as we experienced after the Civil War: a de- 
cline of 45 per cent in thirty years. 

Whatever might happen during a period of rising prices, the 
reproduction cost basis would not work during the reverse 
course of sustained falling prices. It could not stand for a long 
period of years against the progressive demoralization of the 
business, the increasing receiverships, and the consequent fail- 
ure of the operating companies to give proper service. If, then, 
it cannot be sustained during falling prices, why employ it in the 
face of the extremely speculative features of its operation during 
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rising prices? If we demand from our railroads and other util- 
ities primarily service in the public interest, we cannot maintain 
a demoralizing factor which will promote speculation during one 
period and disorganization during another, as well as confusion 
all the time. 

I shall frankly state that except for the requirements of ef- 
fective rate regulation and financial stability, I should agree 
with Brown that the reproduction cost basis would be more in 
harmony with general economic forces. I agree that during ris- 
ing prices no unjust burden would be laid upon consumers by 
increasing the return paid to investors in proportion to the rising 
price level. Likewise, during falling prices it would be desirable 
if the money returns could be reduced correspondingly. But we 
cannot blind ourselves to the obvious fundamental conditions. 
If we wish to regulate, we must deal with exact facts, not with 
guesses and constant conflict of interests. And we cannot disre- 
gard the financial structure which exists and cannot be changed 
by the methods of regulation. For these reasons I believe that 
reproduction cost would destroy regulation, and that actual cost 


is the only workable basis of scientific rate-making. 


V. NEW CAPITAL AND ACTUAL COST 

Brown brings into consideration a number of economic argu- 
ments which under different conditions would help to furnish 
justification for adoption of reproduction cost, but it seems to 
me that they have little weight under the actual circumstances. 
Let us briefly consider the more important points. First, he 
raises the question whether necessary new capital would be pro- 
vided under the actual cost basis during a period of rising prices. 

In reply, we may ask, why not? Ever since the low point in 
1897, there has been almost a constant upward trend of prices. 
And yet during that entire period of over twenty-five years, the 
bulk of new railroad and utility capital has been provided 
through the issuance of bonds and preferred stock limited di- 
rectly to the money return fixed by each security. If 75 per cent 
of the capital has been furnished by securities accepting a fixed 
monetary return, what conclusive reason is there for assuming 
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that the remaining 25 per cent could not have been provided by 
issues bearing fixed returns?°® 

Moreover, apart from the general factdr of price level, 
Brown seems to doubt whether capital would be furnished if the 
investors were precluded from sharing in the “unearned incre- 
ment” in land. But the holders of bonds and preferred stock do 
not get any such advantages; why must the common stock de- 
pend on this particular lure? Further, is there any reason for 
assuming that stockholders have actually invested money in 
transportation and other utilities with any clear expectation of 


° As to this point, Brown thinks that I misrepresent his position. In a letter 
dated May 3, 1926, he states: “You attribute to me the view that during rising 
prices we must have higher returns to bring new capital into a business. Such 
returns may be necessary if rising prices bring them in other industries, but I 
cannot find that I anywhere said so. What I said was that when prices had risen, 
rates based on the old price level would not justify new construction on the new 
price level (bottom of page 509).” 

I did not, of course, attempt to quote Brown’s exact language, but did intend 
to present his point of view. Perhaps I did not succeed, but as I have re-studied 
his article together with the statement just quoted from his letter, I cannot find 
any misrepresentation of meaning. His contention (page 509) appears to be that 
if rates are based upon original cost after prices have greatly risen, there are or 
may be two consequences: (1) “traffic is encouraged to take place which would 
not have been encouraged had prices remained stable,” and (2) “under such cir- 
cumstances the construction of a new plant (or, perhaps, even new trackage) to 
care for the surplus traffic at these low rates would not be undertaken.” These 
statements taken together would certainly seem to mean that new capital would 
not be available, or its availability would be seriously restricted, if rates were 
based upon the actual cost of the properties. 

But if Brown has a distinction with significance other than here presented, 
the point as discussed is nevertheless material to this paper, which is intended not 
only as a reply to Brown but as a general discussion of the desirable basis of 
valuation. The claim is often made that basing rates on actual cost would prevent 
or discourage new construction o: tend to keep capital from flowing into the 
business as needed. This view, I believe, follows a misconception of the typical 
financial structure and fails to realize just what is involved in the entire mechan- 
ism of rates fixed at cost. For this reason, I have not changed my original analy- 
sis, notwithstanding a possible misrepresentation of Brown’s particular views. 

If the reproduction cost basis could be systematically carried out, with the 
valuation and return promptly increased as prices rose, there probably would be 
an artificial stimulation of capital flowing into the business, due to the cumulative 
adjustments of return obtained by the common stock. Likewise there would be a 
retardation during falling prices. But these would be misdirected financial influ- 
ences and would have nothing to do with the real economic requirements of the 
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realizing greater returns through rising prices or “unearned in- 
crement”? Take the past few years and consider the huge sums 
devoted to the consolidation of electric light and power prop- 
erties and the construction of large power plants and high ten- 
sion transmission systems: is there any concrete evidence to in- 
dicate that the required capital was furnished for any defined 
purpose of gaining special returns from prospective price levels 
and increasing land values? Have not the investors rather ex- 
pected falling prices as more likely? And is not land a compara- 
tively minor factor in these huge electric properties ?° 


service, i.e., furnishing facilities for increasing traffic or volume of business. Such 
needs would be supplied on the actual cost basis, without any financial distortion, 
but with assurance that the expected return on all new capital would be provided. 

But we must distinguish between what would happen if rate adjustments 
were promptly made on the reproduction cost basis, and what actually would 
happen during rising prices without prompt adjustments. Rate changes would be 
tardily made, upward or downward. Increases would be allowed only after more 
or less financial impairment had taken place. We had plenty of experience on this 
point during and after the war when prices were rising. Much needed capital was 
not provided because of failure in rate-making. During falling prices there may 
be artificial stimulus to new capital because of delayed decreases in rates. We 
have here an inherent defect in a shifting and redeterminable rate base. But the 
actual cost basis not only would provide for all new capital economically needed 
to take care of developing business but would not exercise any artificial influences 
in stimulating or retarding the flow of capital either because of cumulative effect 
on the returns to common stock due to the financial structure of the companies or 
because of cumbersome procedure and delayed rate adjustments. 


° Also in the relation of “unearned increment’’ to rate-making, Brown thinks 
that I did not present what he was trying to say. He writes “I did not mean to 
give the impression that this increment constituted an ‘advantage’ to anyone in 
view of its probable capitalization into the price of the land, but merely that to 
allow it in some industries and not in others, unless some offsetting arrangements 
were made, might have some unfortunate consequences. I mention some of these 
offsetting possible arrangements, though not with approval.” 

In his article (page 514) Brown says “If persons in all competitive lines of 
business are permitted to enjoy the so-called unearned increment of land when 
population increases, while investors in railroads are allowed no such gain, then 
there will be a tendency to discourage the building of railroads If the un- 
earned increment can be enjoyed on land used in other ways but not on railroad 
land, then, it may be, the price which prospective builders of railroads are able 
to offer for land will tend to be less relatively to the price which can be offered 
for land by persons intending to use it in other ways. This condition will tend 
to discourage railroad building.” 

Brown thus appears to have in mind two forces of discouragement to rail- 
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As a matter of fundamental investment principle, there is 
probably nothing so certain as the fact that at the time new 
money is put into a business, whether railroad or other utility, 
or unregulated industry, the investors have practically no regard 
for changing price levels. What they see is the opportunity for 
profit under existing conditions and under prevailing costs and 
prices for the service or commodity produced. This, of course, 
is a question of fact which cannot be established by a priori con- 
siderations. I believe, however, that students who have made 
specific investigations into motives will agree that the expecta- 
tion of higher return because of changing prices or increasing 
land values is a negligible factor in bringing capital to an enter- 
prise which produces service or products for sale and which re- 
quires large investment in plant and equipment. 

At the present time any well-known corporation, not over- 
capitalized, with a well-established business and seasoned earn- 
ings, and with an investment represented by 60 per cent bonds, 
15 per cent preferred stock, and 25 per cent common stock, 
would have no difficulty in selling its bonds on a 6 per cent basis, 


its preferred stock at 7 per cent, and the common stock at 8 per 


road construction: (1) the inability of the railroads themselves to realize a 
future unearned increment allowed to others, and (2) the unwillingness of land 
owners to sell to the railroads because the existing unearned increment is not fully 
paid by the railroads. It is on the first point that I take issue with him in the 
body of this article; railroads, for the most part, probably have not been built, 
nor other utilities constructed, with any considerable reliance upon getting future 
unearned increment as reward for the undertaking. The second point, if Brown 
meant the distinction, is hardly warranted. If railroads need land for right of 
way, yards, shops, or terminals, they naturally must pay the market price estab- 
lished for any available use of the necessary land. Consequently they must pay 
the existing unearned increment, and they are justified in doing so if they obtain 
the then market rate of return on the then price of the land. And such a return 
is provided, and would be fully safeguarded, if rates are based systematically 
upon the actual cost of the properties. 

Brown seems to insist that all or none should enjoy the fruits of eiaud 
increment, considering it “a principle of general applicability.” But why look at 
it as a matter of such profound significance? Must all business be treated alike in 
every respect by government? Is there no basis for differential treatment because 
of differing conditions? lf, for effective regulation, rates must be based upon 
actual cost, with no share in future unearned increment, why does that neces- 
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cent, with a fixed money return, provided that there were suffi- 
cient assurance that the promised returns would be earned and 
actually paid. Brown knows well that attracting new capital 
into a business, through any particular form of securities, de- 
pends upon the rate of return offered, which in turn depends 
upon the degree of assurance of the returns being actually paid. 

So far as railroads and other utilities are concerned, the 
availability of capital depends wholly upon the rates and the 
processes of rate-making. One of the chief defects affecting the 
credit of the companies has been the very uncertainty of rate ad- 
justments. If rate-making were to rest definitely upon cost, with 
an automatic adjustment in rates so as to provide practically a 
guaranty that the promised return would be paid, capital could 
be obtained from bonds, preferred stock, or common stock in 
any proportion desired. To be sure, the market rate of return 
for any particular form of security would have to be paid; this 
could not be avoided. But the availability of capital would not 
depend upon “unearned increment” or adjustments to changing 
price levels. It would depend wholly upon whether a sufficient 


rate of return was offered, with adequate safeguarding of the re- 


sarily or logically involve a like denial to all other business which is not brought 
under regulation? 

Brown may be right in believing that nobody should be allowed an un- 
earned increment. But that is a question of policy to which I personally have 
never given sufficient study fer a definite or valuable opinion. It would involve, 
it seems to me, serious difficulties of administration, which might destroy the de- 
sirability of the policy. But I have studied public utility regulation, and I be- 
lieve that I know that rate regulation will not work on the reproduction cost 
basis. This is the reason why I support actual cost and would prevent railroads 
and other utilities from sharing in unearned increment, without committing my- 
self about the unearned increment policy otherwise, or without feeling that there 
might be discrimination against the railroads. 

What is “a principle of general applicability”? And what is discrimination? 
What about regulation itself? Why submit railroads and other utilities to regula- 
tion which is not imposed on other business? Why look upon the one group as 
vested with a special public interest, and not the other? Is there a principle of 
discrimination? And if the differentiation is justified on social and economic 
grounds, have we not the same grounds for distinction in forbidding the one 
group and permitting the other to take unearned increment? If we decide upon 
regulation, then we must keep unearned increment from the railroads and utilities 
if regulation is to be effective. 
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turn; a rate upon a fixed monetary basis and not adjusted to 
changes in purchasing power.’ 

The actual cost basis would provide the safest machinery for 
safeguarding the promised return whether in the form of interest 
on bonds, dividends on preferred stock, or dividends on common 
stock. The machinery would give assurance that the expected 
return would be paid if rates could be made high enough for that 
purpose. The reproduction cost basis, however, would cause un- 
certainties and during falling prices would make new capital 
difficult to obtain and practically unavailable through the issu- 
ance of common stock. 


VI. ECONOMICAL DEVELOPMENT OF TRAFFIC 


Brown presented two special economic arguments against 
the actual cost basis which require brief analysis: (1) The ac- 
tual cost basis during rising prices would encourage uneconom- 
ical transportation, while during falling prices it would retard 
the development of economical traffic. (2) During both rising 


* The suggestion may be made that the valuation itself might remain fixed at 
actual investment, under accounting control, but that the rate of return might be 
adjusted to changing price level. There are two objections: (1) There is no ade- 
quate agreement by which the rate could be definitely adjusted without merely 
shifting the conflict of interest from valuation to the rate of return, and (2) the 
same element of financial instability would be involved; the total adjustment 
would go to the benefit of the common stock, resulting in disproportionately in- 
creasing return during rising prices and the reverse during falling prices. The 
adjustment of rate of return, however, might be limited to the common stock 
investment without any such financial disturbance, provided that a definite set of 
index numbers were adopted to determine the adjustment. Such machinery could, 
of course, be provided by direct legislative action. Personally, however, I believe 
that the simpler and better course would be to proceed throughout upon actual 
monetary costs. If investors are told what to expect, no injustice as such is per- 
petrated if they are limited to a fixed monetary return. To stabilize the purchas- 
ing power of a contractual return is primarily a question of currency control. To 
attempt such stabilization by means of special instruments which do not involve 
the basic facts is more likely to cause confusion than reach a desired end. In 
any event, however, the proportion of fixed return investment in railroads and 
utilities is so great that to provide special devices for the rest would seem to be 
undue straining for an otherwise excellent result. And, with the development of 
holding companies, as well as other legal devices, the proportion of actual invest- 
ment which does not receive a fixed monetary return appears to be rapidly de- 
creasing. 
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and falling prices the actual cost basis would require different 
standards of rates between new and old properties, which would 
cause discrimination and would not work. 

As to the first point, we shall admit that there may be the 
element claimed, but it is greatly exaggerated. Brown himself 
points out that during changes in price level there are always lags 
in the adjustment of the returns obtained from the various indus- 
tries. Even in competitive business price adjustments do not 
move regularly and systematically with the general price level. 
The question is: Would the lack of adjustment be greater in 
case of railroads and utilities if the return were based on actual 
cost instead of reproduction cost? While the answer is uncer- 
tain because of insufficient information, my guess is that under 
the conditions affecting railroads and public utilities, the adjust- 
ment of rates to the total changing price elements would be more 
readily made on the actual cost than on the reproduction cost. 

We must remember that the rate elements include not only 
return on investment but also operating expenses and taxes. The 
latter factors, representing 75 per cent of the total, change di- 
rectly with prices and are immediately reflected in costs as 
shown by the accounts. Consequently, on the actual cost basis, 
the need of rate adjustment would appear automatically through 
the accounts, and the changes would be a simple administrative 
matter. But under reproduction cost, there would be dispute as 
to the rate base and consequent long delay in rate adjustments, 
which would involve operating expenses and taxes as well as the 
investor’s return. Then during rising prices not only would there 
be a lag in return in the course of litigation, but losses would be 
sustained by the investors for operating expenses and taxes. 
The opposite would occur during falling prices; there would be 
delayed reduction in rates during litigation, which would com- 
pel consumers to pay more than necessary for all rate elements, 
including not only return, but also the much larger items for 
operating expenses and taxes. From these general considera- 
tions, therefore, it appears that there would probably be more 
ready and complete adjustment to changing price level on the 
actual cost basis. 
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But even if I am wrong as to the probability of the more 
ready adjustment, Brown appears to overlook this important 
consideration: that the adjustment of return is but a small ele- 
ment in the total rates. He appears to imply that if prices should 
rise or fall greatly, there would be a sharp if not a correspond- 
ing discrepancy between rates based on actual cost and on re- 
production cost. The implied difference in rate level seems 
clearly exaggerated. Doubtless Brown did not intend to give the 
impression of such a great difference as his article actually 
seemed to convey. 

Of the three elements included in rates (operating expenses, 
taxes, and return), the first two, as already indicated, on the 
average constitute about 75 per cent of the total. But these ele- 
ments on the actual cost basis would be automatically adjusted 
to changing prices. Supplies are seldom bought for longer pe- 
riods than a year ahead, labor costs depend upon current wages, 
and taxes move up with price levels. Hence by far the greater 
proportion of the rate content would change directly with price 
level, and only as to the single 25 per cent factor would there 
be a lag. 

But even as to the 25 per cent, there would be gradual ad- 
justment. Prices do not rise or fall sharply except during ex- 
treme conditions of war or commercial crisis.* We had a long 
downward swing after the Civil War to 1897 and then a steady 
upward movement to 1914. During any such long movement 
upward or downward, extensions, additions, and improvements 
are made to the properties at the cost prevailing at the particular 
time of construction. Moreover, renewals are made, also at 
prices that control at the time of replacement. Consequently, at 
any given moment the accurate book costs of the property do not 
reflect costs of long ago, but constitute an average for the entire 
period during which the existing units were installed, and the 

* But at such extreme periods, reproduction cost would not furnish a proper 
basis for economical rate adjustment and practically could not be used. In the 
first place, railroad and utility construction at such times is at a standstill, and, 


second, the special conditions usually do not affect to so great a degree the more 
stable services and commodities. 
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greater proportion represent construction during the more re- 
cent years; the relative weight in the total diminishes with the 
remoter periods. 

When these rather obvious considerations are taken into ac- 
count, the conclusion would appear to be warranted that on the 
average the lack of adjustment in the return would at any time 
not amount to over 5 per cent in the total rate. This would not 
have any appreciable influence in the economical business de- 
velopments depending upon transportation and other utilities. 
It would certainly be more than counterbalanced by the advan- 
tages derived from the systematic rate adjustments to changing 
conditions, the greater confidence produced by such definite pro- 
cedure, and the elimination of constant friction between the pub- 
lic and the companies. 


VII. RATE STANDARDS FOR OLD AND NEW PROPERTIES 


Likewise as to the second point, Brown seems to exaggerate 
and permits an interesting possibility to override the actualities. 
He points out that on the actual cost basis there would be a dif- 
ferent standard of rates between new and old properties, which 
would result in discrimination and in practice would not work. 

Brown’s illustration and assumptions are taken almost alto- 
gether from the railroads and not from other utilities. So far as 
the railroads are concerned, however, let us ask: Where are the 
probable new lines that might be constructed and which would 
cause conflict in rate structures between old and new properties? 
Is there anywhere in the country a clear prospect of a new rail- 
road which would connect distant terminals, operated independ- 
ently, and in competition with existing properties? The great 
bulk of prospective railroad construction for an indefinite period 
of years in the future will consist of adaptation of existing prop- 
erties to changing requirements. There will be additions to ter- 
minal facilities in the large cities; occasionally an additional 
track on an existing line; rarely a new connecting branch, and 
considerable reconstruction to eliminate curves and grades and 
to accommodate heavier traffic and equipment. 

Even if a group of financiers proposed a new railroad which 
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would cume into competition with existing companies, they 
would first be compelled to obtain the approval of the Interstate 
Commerce Commission and would probably fail to get the ap- 
proval. The Commission is seeking to consolidate existing sys- 
tems so as to narrow the competitive field and would hardly per- 
mit the construction of a new railroad under independent op- 
eration.° 

There is not anywhere in prospect the actual building of a 
new railroad which would come in competition with existing 
properties. But as to all extensions, additions, and improvements 
to present railroads, the costs would be charged to the accounts 
and would be automatically included as additions to the rate 
base. During rising prices, they would furnish definite sums for 
corresponding increases in rates charged by the companies. 
Likewise, during falling prices the relatively lower costs would 
be reflected immediately in the rate base as shown by the ac- 
counts, and there would be corresponding adjustments down- 
ward in rates. At each point, however, the actual cost of the new 
properties installed would be added to the rate base, and would 
affect correspondingly the total return obtained by the com- 
panies. There would be a merging of new and old properties in 
the same rate base, and no possible conflict as to rate structure. 

If these actual conditions are kept in mind, it is clear that 
there cannot be any distortion of business, forcing economic 
activity from desirable to undesirable locations or channels. But 
the actual cost basis would provide a method by which these 
gradual changes in the existing properties would be systemat- 
ically reflected in the rate base, and rates would be revised 
according to a definite showing of facts. And most of the prop- 
erties would be affected by nearly the same rate of annual 
additions during the course of changing prices. 

The problem for the future is not the construction of new 
railroads which would come into competition with existing prop- 
erties, but rather the abandonment of existing lines. There are 
thousands of miles which would not be constructed at the pres- 


* An example appears in President Loree’s effort to build up a new trunk 
line, and his chances of success appear extremely remote. 
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ent price level, or at any price level that prevailed during the 
period of railroad construction. They are continued only be- 
cause communities are dependent upon them and in justice to 
established business they are carried as a burden on the more 
profitable lines. 

But even if we were to assume extensive construction of new 
independent railroads, the difference in rate level involved in 
Brown’s argument would hardly justify the adoption of a shift- 
ing rate base with the resulting confusion to regulation and 
financial stability. Such railroads would connect important ter- 
minals so as to obtain a regular flow of traffic from important 
sources of production to their natural markets. But such ter- 
minals already exist and are served by the present lines; and rate 
schedules have been established accordingly. Consequently the 
new railroads would have to accept the rates now established 
between terminals, and would have to provide such rates be- 
tween the important points as the traffic would bear and as the 
commissions would authorize under their responsibility for pro- 
viding a systematic rate structure. The real difficulty in launch- 
ing such a new road would not be a difference in rate level due to 
different relative rate bases, but the problem of obtaining suffi- 
cient traffic during the early years to pay the return on invest- 
ment at any rate level that might be imposed. Consequently 
rates on the new road would have to be relatively higher than on 
the old, during falling as well as rising prices. But this is just the 
reason why no such new lines will be built. They could not be 
made financially self-supporting, so that Brown’s fears would 
have no practical bearing on actual rate-making. 

In other utilities than railroads, we find the same objection 
to Brown’s hypothetical assumptions. There is hardly any pos- 
sibility of new construction which might come in competition 
with existing properties with resulting discrimination and con- 
fusion of rate level. The electric light and power companies, gas 
companies, telephone companies, water companies, all have spe- 
cific franchises in particular territories. If any such company 
makes an extension, addition, or improvement to its properties, 
the actual outlay is added to the previous costs of the properties 
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and would be automatically included in the rate base on the ac- 
tual cost basis. At any point, the rates would bring the required 
return on the total net investment and there would be no distor- 
tion because new and old units of property had been constructed 
under different price levels. 

For most of the utilities other than railroads, the fact should 
be clear that they are more local in character, and that the costs 
other than return on investment will vary greatly from one com- 
munity to another. The elements of electric and gas rates have 
to be determined for each community separately, and this is par- 
ticularly true of distribution costs; thus there are substantial 
differences in rates between different communities regardless of 
whether the properties are new or old. There simply will be no 
such new properties in contrast to old. They will all have 
cost constituents at various prices extending back considerable 
periods. 

VIII. FAIRNESS TO INVESTORS 

In trying to establish an effective basis of regulation, there 
must be regard for fairness to investors. Not only is this a legal 
necessity under the constitution, but on broad economic grounds 
no great public advantage is wisely sought at the expense of a 
particular group of people. We therefore face the question 
whether the actual cost basis can be used in fairness to investors. 

In reply it is necessary to distinguish past and future invest- 
ment. So far as future investment is concerned, new security 
holders certainly will have no grounds for complaint if they con- 
tribute new capital under the express condition that they will be 
limited in return to the actual investment. If the policy is clearly 
stated that actual cost will be the rate base, all new stockholders 
will occupy practically the same position as bondholders and 
against the greater certainty of a fixed monetary return will un- 
dertake the risk of increasing or diminishing purchasing power 
with falling or rising prices. 

The situation is different, however, as to past investments. 
The terms at which capital has been furnished have not been 
clearly defined. Stockholders have taken substantial risk and 
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they have not been expressly limited to a return on their cash in- 
vestment. Nor have they been promised an adjusted return on 
the basis of changing prices. Everything considered, however, 
it appears that in view of the high price level existing stockhold- 
ers would suffer if we now definitely adopted the actual cost 
basis and limited the return to stockholders accordingly. It 
would be desirable on the ground of justice to make an adjust- 
ment for stockholders in proportion to the present high prices 
compared with prices at the time when the stock was issued. 
This adjusted investment could then be fairly taken as a fixed 
future rate base for existing investment, to be added to only as 
additional investments were made. There is no reason, however, 
why similar adjustments should be made to bond or preferred 
stock investments, since the holders of such securities in any 
event would be limited to their fixed contractual returns. 

To place regulation on a sound and administrable basis for 
the future and at the same time treat existing investors fairly, a 
practical course would be to make an initial appraisal of all 
existing properties, rewrite the accounts accordingly, thereafter 
add the cost of all further extensions, additions, and improve- 
ments, and maintain the properties with sufficient provisions for 
depreciation. The initial appraisal would be based on the actual 
cost of the units of property used in service, less depreciation. 
To this amount an adjustment would be made on account of 
common stock investment. This initial valuation, plus all sub- 
sequent investment, would be shown constantly by the accounts 
and would furnish an exact rate base. With such a definite pro- 
cedure, rate-making would be a simple administrative matter, 
the financial structure would be safeguarded, and investors 
would be treated fairly.*° 

In conclusion, let us emphasize the fact that effective and 
financially sound regulation requires actual cost instead of re- 
production cost as the rate base. This method can be instituted 
altogether fairly to the small proportion of the investors who 

* The difficulties of existing methods and the requirements of effective regu- 


lation have been presented comprehensively by the present writer in Effective 
Regulation of Public Utilities (New York: The Macmillan Co., 1925). 
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would be affected by the change. All other considerations, what- 
ever weight they might have under different circumstances, can- 
not overcome the requirements of effective regulation and the 
necessity of maintaining strict financial stability. This is in the 
interest of the investors as well as the consumers who depend 
upon regular and adequate service. 


JoHN BAUER 


50 Maptson AVENUE 
New York City 


RAILROAD VALUATION AGAIN: A REPLY 


In my article’ on “Railroad Valuation and Rate Regulation” 
which Dr. Bauer criticizes occurs the statement that “records, 
properly kept, may be of great help in valuation for rate-making 
purposes.” The discussion then proceeds as follows: 

Over short periods, indeed, it may sometimes be well to rely almost ex- 
clusively? on such records. Nevertheless, there is danger that the current 
cost of plant construction may come to diverge widely from the original 
cost, and when this is the case, current cost ought by all means to be con- 
sidered. The records on original investment should never be regarded, there- 
fore, as more than prima facie evidence, subject to modification whenever 
there is reason to believe that present cost of duplication would be widely 
different. 

Dr. Bauer seems not to be satisfied with this initial conces- 
sion to his point of view. If I can judge by the general defense of 
the original cost basis and the constant criticism of the repro- 
duction cost basis that runs through his paper, no amount of 
change in land values, in cost of specific materials and construc- 
tion, or in the general price level would, in his view, justify de- 
parture from the supervised book records of “actual cost.” For 
reproduction cost involves, he says, “laborious computations 
. . . . protracted hearings . . . . tedious direct and cross-ex- 
aminations . . . . absurd wrangling . . . . piling up of im- 
posing and largely useless records, and bewilderment of the com- 


* Journal of Political Economy, October, 1925. 
* No italics occurred in the original of the passage cited. Certain words are 
italicized here in order to call attention specifically to them. 
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missioners,” whereas “actual cost” is “exactly measurable 
. and recorded in the accounts of the companies.” 

Perhaps one reason for the emphasis that commissions have 
placed on reproduction cost and their suspicion of figures of 
original cost, heretofore, has been the utter unreliability of such 
figures because of the way the accounts have been kept. Indeed, 
when the actual cost records are thoroughly accurate and relia- 
ble, as we may, with Dr. Bauer, assume them to be under proper 
regulation, they are likely to be of some help even in reckoning 
reproduction cost, so that the difficulties of such reckoning may 
be somewhat less insuperable than Dr. Bauer seems to suppose. 
The cost of plant installed at a given date can sometimes be cor- 
rected by an index number indicating the price changes of the 
elements entering into such plant installation, so as to get there- 
from a fair idea of the cost of reproduction of such plant. And 
due allowance can be made for improvements and additions 
made at various dates. But I have no desire to evade the issue 
which Dr. Bauer raises. I do not hesitate, therefore, to express 
it as my opinion that even though ascertainment of cost of re- 
production must be very appreciably less exact than the ascer- 
tainment of original cost, nevertheless attention should be paid 
chiefly to the latter when the two differ widely. 

Let us consider again possible changes in the general price 
level. Suppose prices to rise, not by 10 or 15 per cent, but by 50 
or 100 per cent or, as recently in various European countries, in 
a much higher ratio. Would Dr. Bauer say that rates ought to 
rise only enough to cover increased current wages, etc., and that 
returns on investment should be the same number of dollars as 
before? If so, the consequences in the way of economic waste 
which I mentioned in my earlier paper could not be avoided. 
Simplicity and convenience in regulation may be purchased at 
too high a price. It is generally better to do the right thing halt- 
ingly and clumsily than to do the wrong thing with precision and 
finesse.® 

*Dr. Bauer says I appear “to imply that if prices rise or fall greatly, there 


would be a sharp, if not a corresponding, discrepancy between rates based on 
actual cost and reproduction cost.” Of course I never intended to imply “a cor- 





502 HARRY GUNNISON BROWN 


The economic waste and difficulties alluded to in my earlier 
paper are sufficiently likely to occur in practice. They are not 
mere figments of the imagination. On an “actual cost” basis, as 
I endeavored to show, there would have to be a difference of rate 
base for old and new railroads. On this matter, however, Dr. 
Bauer says I seem “to exaggerate” and to permit an “interesting 
possibility to override the actualities.” And in the same connec- 
tion he refers to my “hypothetical assumptions.” The impres- 
sion conveyed is that I am writing in terms of mere theory and 
that in fact things are entirely different from what I have sup- 
posed them to be. “Is there anywhere in the country,” Dr. 
Bauer asks, “a clear prospect of a new railroad which would con- 
nect distant terminals, operated independently, and in competi- 
tion with existing properties? . . . . There will be . . . . oc- 
casionally an additional track to an existing line; rarely a new 
connecting branch,” etc. My statement which Bauer criticizes 
as “hypothetical” ran, in part, as follows: “But why not, it may 
be urged, construct a new railroad (or new trackage on the samé 
railroad*) which should carry the overflow freight at rates pay- 
ing a reasonable percentage on the present cost of construction, 
while part of the freight is carried on the old railroad at much 
lower rates?” Dr. Bauer admits that an established railroad 
may construct new track. Suppose, then, several railroad sys- 
tems (as frequently happens) connecting two important termi- 
nals between which traffic is growing. Cost of construction is 
much higher now than when any of the railroads was built. 
Rates based on “actual cost” as it was in the past will not justify 
a new track on any of the railroads. If one of them is to con- 
struct the new track needed to carry the excess traffic it must 
hope to be allowed to charge higher rates. Then all must be al- 
lowed higher rates, contrary to Dr. Bauer’s principles, or the 


responding discrepancy.” I quite understood that even on the basis of original 
cost, rates would rise enough with a rising price level to pay the higher wages and 
other current outlays. I did not suppose it would be necessary to encumber the 
article with labored notes explaining that I was not intending to argue the mathe- 
matically absurd. But there would be a difference. Else why should we dispute? 


* Italics here not in original article. 
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new track cannot be constructed, or some shippers must pay 
higher rates than other shippers, or the railroad constructing the 
new line must discriminate against localities by raising its rates 
on intermediate traffic where it may have a monopoly. In short, 
the case against “actual cost” valuation certainly does not de- 
pend on the “hypothetical assumption” of “a new railroad which 
would connect distant terminals, operated independently, and in 
competition with existing properties.” Unless it be assumed— 
and Bauer does not so assume—that in consequence of the mo- 
tor truck, aerial navigation, the rotor ship, etc., no additional 
trackage for extra traffic will ever anywhere be constructed, the 
unfortunate complications and consequences of “actual cost” 
valuation for rate-making should certainly not be overlooked. 

Let us, however, proceed to another, though related, point 
of disagreement or of misunderstanding. “‘As a matter of funda- 
mental investment principle,” Dr. Bauer says, “there is prob- 
ably nothing so certain as the fact that at the time new money is 
put into a business . . . . the investors have practically no re- 
gard for changing price levels.” Nothing in my original article 
suggested that they do. Price levels may change in either direc- 
tion, and few foresee either the direction or the extent of change. 
What I pointed out was that if the price level does greatly 
change (even though this change has been foreseen by nobody) 
a rigid adherence to the “actual cost” basis, as Bauer defines it, 
gets us into very serious economic difficulties, such as those al- 
luded to in the preceding paragraph. It is not the question 
whether prices are changing that here interests me, but the ques- 
tion whether they have changed. But why must we adhere to 
“actual cost” in number of dollars when the dollars change 
greatly in value? Can it be that Bauer himself would wish to do 
so, no matter how far the price level might rise—or fall! ° 


*In a footnote Dr. Bauer says: “If the reproduction-cost basis could be 
systematically carried out, with the valuation and return promptly increased as 
prices rise, there probably would be an artificial stimulation of capital flowing 
into the business, due to the cumulative adjustments of return obtained by the 
common stock. Likewise there would be a retardation during falling prices. But 
these would be misdirected financial influences and would have nothing to do 
with the real economic requirements of the service, ie., furnishing facilities for 
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Again, as to increasing land values, I did not exactly contend 
that this increase gives an exceptional rate of return so as to act 
as a “lure” to investors. There was, I believe, sufficient compre- 
hension, in my paper, of the likelihood of capitalization of such 
prospects into a higher present value of the land. I did, however, 
raise the question whether, in case the using of land in a specific 
way were so discriminated against as compared with other uses, 
certain undesirable consequences might not follow. The ex- 
planations and qualifications were made carefully. I wish that 
the reader who is inclined to accept Dr. Bauer’s criticism would 
re-examine the statement in my first article. Whether or not 
land value increments and decrements are, as Bauer seems to 
feel, a small part of the problem, they are certainly a part of it. 
And when all the factors involved in present cost of the neces- 
sary plant for rendering the service, as against original cost, are 
combined, they indicate the possibility of wide divergence. 

Dr. Bauer’s chief worry, however, has to do with falling 
prices, and is because of the fact that the capital of public util- 
ities is largely provided by bondholders. “The entire field of 
railroads and public utilities,” he says, “would become finan- 


increasing traffic or volume of business. Such needs would be supplied on the 
actual cost basis, without any financial distortion, but with assurance that the 
expected return on all new capital would be provided.” 

There is, however, no reason why there should be any “stimulation of capital 
flowing into the business,” except as investors failed to act rationally. A little cal- 
culation will show the reader that although stockholders are’ gaining at the ex- 
pense of bondholders during rising prices, this excess gain does not apply to addi- 
tional capital and, therefore, does not apply to new stock investment unless there 
is also new bond investment to gain from. If there is new stock investment and 
new bond investment, any stimulus to the former may be contemporaneous with 
discouragement to the latter. If there is new stock investment only, then so far 
as the new stock divides with the old the latter’s existing advantage over out- 
standing bonds, the new stock will be sold at a premium, or offered only to old 
stockholders. If, on the other hand, prices are falling, the reduced returns to 
stockholders mean extra returns, in real purchasing power, to bondholders. Of 
course the reduced returns to stockholders hinder selling new stock at high prices, 
but if legal restrictions permit (and it may be as easy to change them as to 
change the basis of rate regulation), new stock can be sold at low prices. When 
the stock is wiped out by falling prices, bondholders become stockholders and a 
new start is made. In periods of falling prices there may be a greater readiness to 
buy bonds. New construction may sometimes depend on reorganization and a 
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cially demoralized during a long period of greatly falling prices 
such as we experienced after the Civil War: a decline of 45 per 
cent in 30 years.” As a matter of fact, though doubtless usually 
in less degree, the capital of many other concerns is largely pro- 
vided by bondholders. Would all these industries become “de- 
moralized”? If so, we need a much more fundamental remedy 
than the basing of public utility rates on original cost. Better 
stabilize the price level. Or, if that is not to be accomplished, try 
to change the system of financing so largely by bond issues. Or 
accustom the public to bonds based on the purchasing power of 
money. But even if none of these reforms is possible, failures of 
public utility companies, and reorganizations on the basis of 
smaller fixed charges, need not be permanently—if at all—dis- 
astrous to service. Doubtless individuals will suffer, but the 
probable effects of the alternative policy are, as I tried to show, 
economically wasteful and bad. When we are maintaining an 
unstable monetary system and a system of corporate financing 
such that, if prices fall, loss is caused to thousands of stockhold- 
ers in all other industries, it seems a little ridiculous to be so 


wiping out of second or third liens as fixed charges, but it does not follow that 
new construction cannot be had. 

But after all, the important thing is that in this matter public service indus- 
tries do not stand by themselves. If it be true that construction is stimulated dur- 
ing periods of rising prices (and I freely admit that business in general is more 
active in such periods than when prices are falling), this stimulation does not 
apply to the public service industries alone. Unless, therefore, we want to divert 
construction away from such industries in periods of rising prices, into other 
lines, and toward them during falling prices, we shall not want to follow the 
original cost basis. Even though it be contended by Dr. Bauer that stock con- 
tributions are relatively more important in public service industries than in any 
other ventures, he could not, I think, consistently argue that no attention at all 
should be paid to rising price levels in valuing past construction, if his idea is to 
prevent “artificial stimulation of capital flowing into the business” during rising 
prices and “retardation during falling prices.” 

Finally, let it be again emphasized that I am not discussing primarily 
(though I have done so in this footnote), the effects of the process of rising or 
falling prices, but rather the effects and significance of prices now being higher 
or lower than when the capital of the industries was constructed. This is an 
important distinction, but Bauer’s paper seems to me to overlook it and even to 
confuse the two concepts. 
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squeamish about the stockholders of public service industries 
only.® And as to the bondholders, a fall in prices which compels 
receivership may easily leave them considerably richer in pur- 
chasing power than if prices had not fallen and the companies 
had not defaulted. 

Suppose inventions to be made and prices to fall until it be- 
came possible to duplicate the plants of public service companies 
for one-tenth of their original cost. Would Dr. Bauer insist that 
rates must be high enough to pay 5 or 6 or 8 per cent on that 
original cost? Would he not thus, in his desire to protect the 
stockholders of the companies—in a way that stockholders of 
companies in competitive businesses are not protected—add 
considerably to what would otherwise be the burden of life of 
many common folk? For they must thus pay rates higher than 
if it were permissible to start new construction at current costs. 
If they must not base (say) electricity rates on the then cost of 
construction, because of the interests of stockholders, would Dr. 
Bauer say also that they must continue to use electricity for the 
same reason, even although the new conditions make possible a 
cheaper light and power? And would not Dr. Bauer’s plan, in 
the case of railroad rates, decrease trade and cause local produc- 
tion for local use, just as by a protective tariff? That it would 
not do this to some extent Dr. Bauer cannot show. That such 
result would be desirable I do not think he believes.’ 

I am certainly not prepared to accept Bauer’s contention 
that adjustment to changing price levels would be more rapid on 
an “actual cost” basis than on a cost of reproduction basis. This 

*So with Bauer’s contention that a long period of falling prices would dis- 
courage financing new construction by sales of stock because of small or no re- 
turns to stockholders. The relative loss to stockholders during falling prices is not 
a matter of public service industries only, but of nearly all industries. And to 
base railroad rates on original cost in such a period, as Bauer would do, would go 
far to prevent the development of traffic, so that new construction would not 
seem to be called for! Yet, as will be shown in the sequel and has already been 
shown in my earlier article, much of the traffic prevented by the “actual cost” 
rates would be economically worth taking. 

‘The insuperable difficulties of avoiding such an evil by discrimination— 


assuming that any economist would want it done so—were alluded to in a foot- 
note on page 511 of my earlier article. 
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might be true if the price level change were slight (in which case 
a part of his argument was admitted before he wrote it—perhaps 
because I was influenced by his previous writings), but hardly if 
the changes were great. Much of the most valuable part of the 
plant of a railroad consists of buildings, roadbed, tunnels, 
bridges, and other items of value which last many years. Bauer 
says that prices “do not rise or fall sharply except during ex- 
treme conditions.” But these extreme conditions do occur— 
have recently occurred—and the question is whether we shall 
pay no attention to them.* Is it not, indeed, the actual recent 
occurrence of “extreme conditions” which gives much of its sig- 
nificance to this controversy? 

I certainly agree with Dr. Bauer, perhaps more firmly after 
reading his statements regarding the difficulties of valuation 
than before, that accounting records, if accurately and properly 
made, should be very helpful. Let them be, perhaps, prima facie 
evidence of value. But let them not establish an irrebuttable 
presumption. Let evidence be presented by either side showing 
that present costs have diverged so far from former costs as to 


make the book record an incorrect statement of proper value for 
rate-making purposes. Let the book record itself be used, in con- 
junction with index numbers of general or specific price changes, 
to rebut its own uncorrected testimony. Let the evidence, so cor- 
rected, of the book record be tested, where this may seem to be 


* According to Dr. Bauer, I pointed out “that during changes in price level 
there always are lags in the adjustment of the returns obtained from the various 
industries.” I certainly do not mean to deny that a rise of the price level is likely 
to be an uneven rise, but my statement had to do with slowness of adjustment of 
returns in a given industry to changes in the cost of reproduction of the necessary 
plant for carrying on that industry when there was not a change in the general 
price level. If the reader will compare what Dr. Bauer understood me to say with 
the statement that I actually did make on page 512, he should see a fundamental 
difference. A general decline in demand (due, say, to decreased money and credit) 
will cause prices in general to fall; but prices of the goods of a particular industry 
will tend to fall, even with no decline in demand, because of increased competition 
in that industry (increased supply), if the investment necessary to construct the 
required plant in that industry becomes appreciably less. There may be a “lag” 
here because labor, capital, and land do not immediately and without friction 
move out of other industries into the industry in question. This was the “lag” to 
which I had reference. 
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necessary, by engineers’ valuations.’ Let the courts set aside a 
commission’s ruling only when such commission has based its 
rates on a valuation which seems quite far from a reasonable 
one. Of course, this is not so easy and simple a procedure as to 
follow a book record without qualification. Of course it will in- 
volve more controversy. And doubtless it will sometimes cause 
confusion in the minds of some commissioners and judges. Bet- 
ter, then, select both commissioners and judges with care, realiz- 
ing that the problems they must deal with are complex. The easy 
way is not always the best way. 
Harry GUNNISON BRowN 
UNIVERSITY OF MissouRI 


A REJOINDER 


If Brown’s assumptions are to be treated merely as assump- 
tions, I might have no practical quarrel with him. But, if we 
consider conditions as they are and inevitably will be for an 
indefinite future, I can see nothing but confusion in basing rates 
upon reproduction cost. The confusion applies not only to the 
administration of rate-making, but also to the financial stability 
of the industries, the development of business, and the supply of 
new facilities. 

I do think, as Brown states, that while the facts with which 
regulation is concerned may not be “entirely” different, they are 
predominantly different from what he supposed them to be. The 
fundamental differences were brought out sufficiently in my 
principal paper, and I shall now refer chiefly to one illustration 
elaborated in his reply. In answer to my statement that on the 
actual cost basis there would be no particular conflict in rate 
structures between properties built under different price levels, 
partly because there are no such distinctly mew or old properties, 
he proceeds with a further assumption to meet the plain facts. 


* Possibly the engineering profession would not admit, as readily as some 
accountants, the utter untrustworthiness of such valuation appraisals! 
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He assumes that prices have risen’ and that several railroad sys- 
tems had been built under /ow prices and are operating between 
two important terminals; now to provide for the growing traffic 
one road builds an additional track, and because of high con- 
struction cost must charge higher rates; the other roads are 
tacitly assumed not to be adding any new construction or equip- 
ment at the higher level of costs. Brown’s conclusion then is that 
all the roads must charge higher rates or there will be certain 
economic distortions; ergo reproduction cost is the logical basis 
of rates. ; 

Is not the assumption contrary to the normal or predomi- 
nant conditions with which regulation has to deal? But, never- 
theless, let us follow the assumption for the moment and ask, 
“How would we fare better under reproduction cost?” Of 
course, in the case of railroads, it would be necessary in any 
event to maintain substantially the same level of rates on all the 
systems, and the rates could not be based definitely upon actual 
cost or reproduction cost because of the wide disparities in den- 
sity and character of traffic, and efficiency of operation. These 
are the determining factors which set off railroad regulation and 
make it a considerably different problem from rate control in 
most of the other utilities. But they cannot be avoided by re- 
sorting to the reproduction cost basis of measuring the return 
allowed to the investors. Whether we adopt reproduction cost or 
actual cost, we should be compelled to fix railroad rates largely 
with regard to what the traffic will bear, but limit the return 
available to security owners according to the rate base, generally 
along the lines established in the 1920 Transportation Act. We 
have here to deal really with the desirable basis of the return 
allowed to owners, and not strictly the basis of rates. I agree 
with Brown that rates generally must be alike; consequently, 
unless the owners are to receive returns without regard to invest- 

* Brown draws a distinction between “prices are changing” and “they have 
changed.” For our present discussion there is no significance in the distinction. 


As “prices are changing,” at any given point of time “they have changed” and we 
thus continuously strike the difficulties of basing rates upon reproduction cost. 
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ment or rate base, the excessive earnings of any one company 
must be reserved or taken for public purposes. But if we once 
limit the return along the lines of the 1920 act and provide for 
some sort of public recapture of excess earnings, then why not 
base it upon actual cost instead of reproduction cost of the prop- 
erties? What possible economic distortion would be caused by 
actual cost, to counterbalance the glaring administrative and 
financial evils of reproduction cost? 

Let us return, however, to the assumption and actuality. I 
challenge Brown to present a single actual case of substantial 
properties where, on the actual cost basis, the difference in cost 
of new construction at a high level of prices would produce any 
appreciable difference in the level of rates as compared with 
other properties.* There simply are no such instances where a 
full additional track is installed by one road, while all other com- 
panies remain at complete standstill of construction. The build- 
ing of a new track which will add an appreciable percentage to 
the capital account is extremely rare, an exception and not a 
normal circumstance to be provided for by regulation. But even 
so, while one road constructs an additional track, the others are 
reducing grades, eliminating curves, adding to their terminal 
facilities, installing new equipment, etc., etc., so that the average 
effect of the higher price level upon the total capital account will 
not be greatly different among the several companies. Whatever 
difference there might be, could hardly be carried out in the 
rate structures or cause any considerable difference in relative 
returns. It would not, I believe, produce any appreciable dis- 
crimination in rates and would have no discernible effect upon 
business development and fundamental economic relations. This 
applies not only to railroads, but to all utilities. There is no such 
problem between new and old properties as Brown supposes. 

It is impossible, in the space available, to show the unreality 
of practically every assumption or consideration from which 

* Let us remember, however, that as to railroad rates such differences could 


not be reflected definitely in the rate level, but they can be carried out in other 
utilities. 
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the actual cost, I would compel consumers to pay 5 or 


cies and methods upon such extreme possibilities or 


cheaper light and power?” 


by Brown’s reply: (1) The commissions, I believe, have not placed 


ation and rewriting of accounts adequately meets this situation. 
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Brown argues.® He asks whether, in case through inventions and 
falling prices the reproduction cost should be only one-tenth of 


6 or 8 per 


cent on the original cost and thus “add considerably to what 
would otherwise be the burden of life to many common folk?” 
Well—what an assumption! Shall we shape our regulatory poli- 


upon rea- 


sonable expectations? He extends his question especially to elec- 
tricity: would I say that such common folk “must continue to 
use electricity—although the new conditions make possible a 


First of all, no one suggests that a guaranty be fixed upon 
actual cost or reproduction cost. What we are considering on 
either basis is the return to be allowed, if it can be obtained by 
an adjustment of rates, leaving the consumers free to take or 


*I might briefly touch upon some of the specific points or questions raised 


emphasis on 


reproduction cost; except for the vague “fair value” restriction imposed by the 
} courts, the commissions have mostly favored the actual cost basis. (2) The book 
costs as to property have been and are unreliable, but my proposal of initial valu- 


(3) Brown 


would accept the actual cost basis for slight (apparently 10 per cent or 15 per 
cent) changes, but not for great ones. How would he decide when to shift to re- 
production cost? Does he not overlook the administrative difficulties, as well as 
the financial consequences, of such a course? (4) The fact that unregulated busi- 
ness suffers disorganization through changing prices, although in much smaller 
degree, is no argument against its prevention on the part of utilities. Such “dis- 
crimination” should be viewed favorably. The utilities strike much closer to every- 
day life. (5) I am thoroughly in favor of stabilization of general prices, but that 
is a separate problem. We must face the fact, however, that such stabilization is 
still far in the future, while our struggle with regulation is a present problem. (6) 


Likewise other palliatives mentioned by Brown are at best of remote future use. 
How can we now change our system of financing by bonds or convert existing 
fixed interest rates into rates varying with the purchasing power of money? (7) 
He looks with too much composure upon reorganization. Has he ever witnessed 
the effect upon service? (8) If investors acted rationally, there might not be 
uneconomical construction under reproduction cost. But reason gives way to the 
force of speculation, and everybody acquainted with the facts knows of urwar- 
ranted construction because of the speculative factor under our present system of 
undefined rate base. (9) The different treatment of stockholders of utilities from 


those of other companies is justified if regulation itself is warranted 
grounds. 








on economic 
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refuse the service. More than what the traffic will bear cannot 
be rationally charged. As to the assumption, if the tremendous 
change came overnight, there would, of course, be chaos; but if 
it spread over a period of many years, as would be the case, 
there would be a gradual adaptation, and there would be no such 
hardships upon consumers. Moreover, to the extent that inven- 
tions are a factor, they would bring about an automatic adjust- 
ment in the capital account to the lower costs, as renewals and 
additions were made with the modern facilities; antiquated prop- 
erty would be shown as depreciated. The adjustments would be 
shown by the accounts not subject to dispute. Further, so far as 
the assumed progress affected operating expenses, there would be 
an exact measure of reduced costs, and the effect would be im- 
mediately conveyed to the consumers. On the reproduction cost 
basis, not only would there be drawn-out opposition to any lower 
valuations, but the consumers would be deprived of the benefit 
of declining operating expenses. 

Actual experience has amply demonstrated that unless there 
is an exact measure during a period of declining costs, the con- 
sumers get only partial reductions in rates, which lag far behind 
and are obtained only through prolonged litigation. Likewise, 
during rising costs, there is a long lag attended by litigation and 
bad financial results to the companies. The changes with which 
we have to deal are mostly gradual, and our regulatory machin- 
ery should be shaped accordingly. Even during such upheavals 
as the recent war, experience shows that exact measurements of 
rights are especially needed if confusion is to be avoided. That, 
it seems to me, is a sufficiently severe test of a policy to meet 
the strains of changing conditions. 

I am frankly not concerned with what would happen if on 
the one hand costs were reduced nine-tenths overnight, or if they 
were increased tenfold. True, these things may happen, but no 
one now living will in all probability ever experience such a re- 
ality. We have adopted the course of regulation, and the whole 
question is, ‘What method will work best and will cause the least 
economic evils?’ On the basis of realities, I must confess that it 
is difficult for me to see but the one answer. 
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Even if we were to follow Brown’s assumed go per cent de- 
crease in costs, and if we limit our discussion to the return ele- 
ment, the consumers at most would obtain only 25 per cent 
lower rates under reproduction cost. If electric rates on the 
actual cost basis were 10 cents per k.w.h. for the ordinary light- 
ing consumer, at reproduction cost they would be 7.5 cents. 
This difference would cause no shocking consequences, but it 
would not exist. The illustration indicates that Brown, like a 
great many writers, misconceives the magnitude of the return 
element in rates, and yet it is this minor factor which causes 
practically all the conflict and economic distortion in rate regu- 
lation. 

Brown has his eyes fixed constantly upon possible economic 
waste—and quite properly. But he seems to think only or chiefly 
in terms of possible discrimination between users, or in retarded 
or overstimulated use of service—all conjectural and improbable 
consequences—while I see the waste chiefly in the periods of 
speculation and financial stagnation, in the cross-purposes be- 
tween public bodies and the companies, the terrific direct costs 
of regulation, and the failure to achieve economies of operation 
and better service which would be available through effective 
regulation and co-operation with the companies, but are lost 
through the incessant conflict and deadlock over rates. 


JoHN BAUER 


50 Mapitson AVENUE 
New York City 





AVERAGE OR MARGINAL COSTS FOR THE 
FLEXIBLE TARIFF? 


Section 315 of the Tariff Act of 1922 prescribes as a meas- 
ure of an equitable tariff for a product the difference between 
the foreign and domestic costs of the product. If the existing 
tariff is found by the Tariff Commission to be less than this dif- 
ference in costs, the President is authorized to increase the duty; 
if the tariff is found to be greater than the cost difference, the 
President is authorized to decrease the duty. The change in 
either direction cannot be greater than so per cent of the exist- 
ing tariff, unless resort is had under certain circumstances to 
American valuation. Probably the most important as well as the 
most difficult question which presents itself in executing the 
flexible tariff is the choice of which costs should be equalized— 
marginal or average. 

Before answering the question as to which is the more logi- 
cal cost to choose for the purpose of tariff adjustment, it will be 
necessary to consider how accurately the marginal or the bulk- 
line costs can be computed. Whether or not accurate bulk-line 
costs can be determined, it should be remembered that the arith- 
metic average may seem to be more accurate than it really is. 
For investigations in which 100 per cent of the industry is not 
covered, the average arrived at may or may not be the true aver- 
age for the industry. True, there is a mathematical formula for 
determining the margin of such error and, for administrative 
problems, it is of considerable value to know that the average 
will probably lie within certain limits even though the exact po- 
sition within those limits cannot be determined. 

In the foregoing paragraph marginal costs and bulk-line 
costs have been assumed to be identical. Later in the present 
paper the reasons for making this assumption will become clear. 
It will be shown that the bulk-line cost is the statistical counter- 
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part of the marginal cost. It seems advisable to consider first 
the somewhat more concrete concept of the bulk-line cost. Ob- 
viously the bulk-line cost is higher than the average cost on the 
cumulative cost curve, but just how much higher is the question. 
It has been suggested that the bulk-line cost can be placed at a 
definite break, or change in curvature, in the cost ogive. In 
many of the cost curves there are so many breaks between the 
75 and 100 per cent points that the selection of the most signifi- 
cant is almost impossible. 

Before treating any actual cost curves, it may be interesting 
to consider certain properties of the Laplace-Gaussian normal 
curve of error. A glance at the graph for the actual cost curves 
available in my paper in the Quarterly Journal of Economics 
(February, 1921) will show that none of these frequency curves 
of cost actually conform to the normal curve of error. However, 
if the statistician had no actual cost curves but had reason to be- 
lieve that such curves belong to the same general family of which 
the normal curve is in some respects the most important, he 
could justify by a priori reasoning the conclusions which some 
economists have arrived at empirically. 

Assuming that the integral of this frequency curve can be 
found, the first derivative of the integral would give the equa- 
tion of the original frequency curve.’ Although the equation for 
the normal curve of error cannot be integrated, tables of the 
probability integral have been computed. Curve A in the fol- 
lowing chart (Fig. 1) is the normal curve of error; Curve B is 
the cumulative curve (ogive) constructed by means of the prob- 
ability integral tables. (Note that the ordinates of curve B rep- 
resent areas, and are, therefore, not strictly comparable with 
the ordinate of curve A.) 

The equation of the normal curve of error is: 

I 


yam ees (x) 


Here y is the ordinate and ¢ the abscissa, expressed in terms 
of the standard deviation c= 1. The area is assumed to be unity. 


* The advice and suggestions of Dr. Henry Schultz are hereby acknowledged. 
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If an equation for the cumulative curve (B) on the chart 
could be found, its first derivative would be equation (1). 

Equation (1), then, gives the equation of the slope of the 
cumulative curve, or ogive. 


100 
go 


80 


—3 -—2 —1 ° 1t at 3t 
Fic. 1 


The second derivative of the ogive, or the first derivative of 
equation (1), is: 
y’=—0.398 . . . . te~*/2 (2) 


Equation (2) is an equation which represents the rate of 
change of the slope of the cumulative curve. 

The problem is to find at what point the rate of change of 
the slope of this ogive is a maximum. To find this point the 
third derivative of the ogive, or the second derivative of equa- 
tion (1), must be equated to zero and solved. 


yg" =0.398 . . . . Pe~V8—o.9098 . . . . onl 
t=+1 
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Thus, the abscissas which satisfy the condition are + 1¢, or 
the points of inflection for the normal curve of error. 

The value of the integral up to the point +- 1# may be found 
in any standard table. 


{ ‘0.398 .. . . C7 V/2*di=o0.84r . . . .=0.841+ 
— oo 

The foregoing analysis gives some comfort to those of us 
who have assumed the 85 per cent point as the bulk-line posi- 
tion, as it represents the most important change of curvature on 
what is often described as the most probable frequency curve. 
As a matter of fact, the rough data may show no break at this 
point. Furthermore, there are often a number of breaks in the 
unsmoothed cost series, but as a rule such points must be con- 
sidered as accidental. The choice of such points by inspection 
would be arbitrary and subject to criticism. As a matter of fact 
it would probably be better to fit a curve to each cost series in 
order to find the point of maximum change of curvature rather 
than arbitrarily select the 84 or 85 per cent point. 

The fact that the bulk-line cost can be assumed to be in the 
vicinity of the 84 per cent point of the cumulative cost curve 
has in itself no economic significance. If there is any reason to 
believe that this cost can be used to locate marginal cost and 
normal price, this mathematically significant point becomes an 
economically significant one. Although of late much has been 
written about marginal costs, there are so many misconceptions 
current that it seems advisable to analyze this subject in some 
detail. In economic theory the marginal producers can be de- 
fined as those who are just able to survive in a normal year. The 
criterion of normality will be defined later. In such a year they 
make neither profit nor loss. Over a series of years they may 
hang on or they may be forced out. Any particular marginal 
producer may reduce his costs and become a low-cost efficient 
unit in the industry, whereas another member of the marginal 
group may be forced into the position of those high-cost pro- 
ducers who lose money and fail. In exceptional years when the 
price has been abnormally high—as, for example, during the 
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war period—practically no producer lost money and the mar- 
ginal group earned considerable profits. Inasmuch as the mem- 
bers of the marginal group in any particular industry may not 
be the same as those of another year, the marginal producer is a 
concept rather than a concrete personality. It should be evident 
that the marginal cost is not the highest cost because it must be 
assumed that even in a normal year there are always some pro- 
ducers who sell below cost and lose money. 

if demand were abnormally great the price might rise to 
cover the costs of all the producers but then production would 
be extended until price would be brought back again to its nor- 
mal relation to cost. In a bad year for the industry the price 
may cover only one-half of the costs, but the losses sustained 
would reduce production until the price finally would be brought 
up to normal again. Thus, the average of the prices received 
over a series of years should approximate a normal price—i.e., a 
price equal to marginal costs—even though in any one year ab- 
normal conditions of supply and demand may keep actual price 
much below or above marginal cost. Such statistical data as are 
available show that an average of prices over a series of years 
can be expected to fall between the 80 and go per cent points 
on the cost ogive and to approximate the bulk-line position. 

The balancing of supply and demand by price and the re- 
striction of output with the fall in price or the increase in pro- 
duction with the rise in price are effected through the influx or 
withdrawal of capital. If the price is high, as compared with the 
costs, the return (interest and profit) on capital will be large. 
This will attract capital to the industry until the price falls. If 
the price is low and profits small the banks will restrict credit 
and some capital may even be withdrawn until the reduced pro- 
duction again increases the price. It has been shown that, when 
the total invested capital in an industry (whether invested by 
the stockholders, bondholders, or the banks) shows a return 
(i.e., profit plus interest) of approximately 10 per cent, price 
and bulk-line cost will not be far apart, but if the return is much 
higher or much lower than ro per cent, price will be far above 
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or far below marginal cost.* This fact will help to locate mar- 
ginal cost statistically when the unit costs and the total invested 
capital in an industry are shown. 

The foregoing gives concrete meaning to the concept of nor- 
mal price. There are, therefore, two possible ways of arriving at 
a figure which could be called normal price. It is well known 
that if the price in an industry is very high in a certain year, it 
will call forth a large output and expansion in the industry until 
these factors have time to bring about a price reaction. Thus, 
actual prices may be thought of as oscillating about the ideal 
normal price position. One obvious method, therefore, of deter- 
mining normal price is to average prices over a series of years— 
making due allowance for the general change in the price level 
as measured by the index number of wholesale prices. The other 
method of arriving at normal price is suggested by the fact that 
researches based on statistical cost data have established the 
fact that normal price regularly covers the costs of the bulk of 
an industry (between 80 and go per cent) and allows a normal 
return (approximately ro per cent) on the industry’s total in- 
vested capital. But it should be evident that normal price is not 
absolutely necessary for the determination of marginal cost al- 
though it does serve as important evidence of the significance of 
the position found. 

The Republicans in 1908 contended that a fair tariff should 
equalize costs of production with a reasonable margin of profit 
added thereto. Obviously they saw the danger of equalizing for- 
eign and domestic prices—as they happened to be at any par- 
ticular period—because either the foreign or the domestic price 
might have contained an abnormally large element of profit as a 
result of monopoly or of unusual conditions of supply and de- 
mand. Therefore, instead of using the word “price,” the phrase 
“cost of production plus a normal return on investment’ was 
substituted. Probably it was never realized that this concept of 
cost plus a reasonable profit had to be interpreted to mean nor- 
mal price, if cost meant average cost. 


* Quarterly Journal of Economics (May, 1923), p. 470. 





520 KEMPER SIMPSON 


It may be safer to say that the bulk-line is a position, or 
vicinity, rather than a definite point, and lies within certain de- 
finable limits. In order to find the vicinity of this rather elusive 
position, three criteria are now available: 

1. The bulk-line position is above the average, at a point 
where there is a decided change of curvature in the cumulative 
cost curve, that is, where a relatively great increase in cost be- 
gins to be accompanied by only a small increase in product. This 
is approximately at the 84 per cent point if the cost series ap- 
proximates the normal curve of error. 

2. The bulk-line position is such that if price were located 
nearby, such price would allow the industry as a whole a normal 
return on its invested capital of from 9 to 12 per cent. 

3. The bulk-line is the position on the cost curve which 
normal price, or an average of prices over a series of years, 
should approximate—if allowance is made for the change in the 
general index of prices. 

Cost data over a five-year period for the sugar industry 
were used to test these criteria. The individual costs obtained 
(including interest) were arranged from the highest to the low- 
est and the 85 per cent of production point was thus deter- 
mined.* It was usually necessary to interpolate. Then, to the 
average cost (exclusive of interest) was added 11 per cent of the 
total invested capital of the industry divided by the number of 
units of product produced. Eleven, rather than 10, per cent was 
used because interest rates in the industry were known to be 
high. The figure arrived at by the second calculation was a the- 
oretical price which would have given an 11 per cent, or normal, 
return on the invested capital. It was realized before these two 
sets of figures were obtained that, if the 11 per cent return figure 
did not approximate the 85 per cent figure, even the limits with- 
in which the bulk-line cost must lie could not be determined 
with any accuracy for these data. 

The 85 per cent costs—that is, the costs in the ascending 

*It would probably have been better to find the point of maximum change 


of curvature for a curve fitted to the actual data rather than select the 85 per 
cent point. 
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order which stood at 85 per cent of the production point—were 
practically always just slightly higher for all regions than the 
figures obtained by adding to the average cost 11 per cent of 
the total invested capital of the industry per pound. It is evi- 
dent, therefore, that the bulk-line cost for this industry prob- 
ably does not cover more than 85 per cent of the production. 

It seems reasonable to assume that wherever a bulk-line 
point could have been determined, it had to lie somewhere be- 
tween the 85 per cent point and the 11 per cent point for any 
particular year. The extraordinary coincidence of the two points 
arrived at by these two criteria furnished evidence of the valid- 
ity of these criteria. Obviously, in the year 1919-20 the whole 
cost curve was skewed by the abnormally high price of sugar. 
For every region the 85 per cent point in that year extended high 
above the 11 per cent point and made the possibility of deter- 
mining an accurate bulk-line point more doubtful, but the chart 
furnished conclusive evidence that, for any year not too ab- 
normal, these two criteria furnished a practical method of deter- 
mining the bulk-line vicinity and of approximating the bulk-line 
point. It should be added that the difference between the foreign 
and the domestic bulk lines, thus approximated, was greater 
than the difference between the foreign and domestic average 
costs. The facts that the bulk-line cost difference was greater 
than the average-cost difference, and that the bulk-line cost dif- 
ference was lower than the duty, because the duty was not yet 
effective, were of great practical importance. 

If the bulk-line cost can be placed within definite limits, the 
question arises as to whether it would be preferable to use this 
cost rather than the average cost. The published cost curves for 
wheat and sugar, shown in Figures 2 and 3, will help to illustrate 
the fact that the choice of one or the other makes a great dif- 
ference in fixing the tariff. 

In these two examples, at least, the American cost ogive 
rises more rapidly from the average than the foreign cost ogive, 
so that the difference is widened and the bulk-line cost difference 
is greater than the average cost difference. 
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The fact that the difference between the bulk-line costs is 
usually greater than the difference between the average costs 
would argue for the use of the former if a larger measure of pro- 
tection were desired. However, this does not mean that the use 
of the bulk-line cost difference implies protecting the bulk of the 
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industry. It has been argued that the use of the weighted aver- 
age would not protect the producers above the average, particu- 
larly if there were a relatively large percentage of foreign pro- 
duction at low costs. In order to analyze this contention the cost 
series shown in Figure 4 can be assumed. 

Here the domestic production is only one-half as great as 
the foreign production, and the quantity produced between the 
marginal cost and the average cost is not only absolutely greater 
but relatively greater in the foreign industry. If the tariff is fixed 
at 1 cent to equal the difference between the foreign and domes- 
tic bulk-line costs (or normal prices), the industries will be un- 
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disturbed. It should be realized, however, that the low-cost for- 
eign group does not compete with the low-cost domestic group 
any more than with the marginal domestic group. They all com- 
pete on the basis of price. The low-cost foreign group can obtain 
no more in competition with the low-cost domestic group than 
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with the marginal foreign or marginal domestic group. The for- 
eign lowest-cost producer with a cost of 1 cent can obtain 3 cents 
in the foreign market or, by paying the 1 cent tariff, he can 
obtain 4 cents in the domestic market; by either transaction he 
earns 2 cents profit. 

Let us assume that the tariff has been determined by equal- 
izing average costs (3.35 cents minus 2.55 cents or .80 cent). 
Then, the domestic price would probably fall to 3.8 cents and 
some of the high-cost American producers would presumably be 
forced out, but the large group of foreign producers, whose costs 
were at 3 cents, would have no greater advantage over the aver- 
age-cost American producers than under a 1 cent tariff. The 
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foreign producers with a cost of 3 cents break even in both mar- 
kets under the 1 cent tariff whereas the domestic average-cost 
producers earn somewhat less than 1 cent. Under the .8 cent 
tariff, when the domestic price falls to 3.8 cents, the foreign 
marginal group sells at cost in both markets but the American 
average-cost producers still earn a profit. The American aver- 
age-cost producer’s profit is not so considerable as it was under 
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the 1 cent tariff, but the same is true of the profit of the foreign 
producers. 

In the final analysis it is merely a question of which is great- 
er: the average-cost difference or the marginal-cost difference. 
If the average-cost difference happened to be greater than the 
marginal-cost difference—but this is improbable—a tariff based 
on marginal costs would benefit the domestic industry less than 
one based on average costs. 


KEMPER SIMPSON 
Wasurncrton, D.C. 





THE USE OF COST-OF-LIVING FIGURES IN WAGE 
ADJUSTMENTS 


Although cost-of-living figures have been used sporadically as a 
factor in determining wages in dispute for the past twenty-five years, 
the widespread adoption of the cost-of-living principle for this purpose 
is a product of the war. The chaotic conditions of the labor market, 
coupled with the paradoxical idealism of the time, created a situation 
peculiarly favorable to the operation of this principle. Hence the past 
seven or eight years have witnessed a remarkable development, both 
quantitative and qualitative, of the statistical data on the subject; and 
the experience of those charged with its applications has done much to 
reveal the practical problems and the theoretical implications which it 
involves. In a recent publication of the United States Bureau of Labor 
Statistics‘ Miss Elma B. Carr has made a valuable addition to our 
knowledge of the part played by cost-of-living figures in wage adjust- 
ments. From the vast mass of material buried in the deliberations and 
decisions of federal boards and commissions, state and municipal agen- 
cies, state arbitration boards, minimum-wage boards, industrial agen- 
cies, and individual companies, the author has made a discriminating 
selection which gives representation to every significant type of case 
and phase of opinion. Such a wealth of data tempts one to hazard some 
generalizations concerning the ubiquitous problems of the basis of 
wage determination. 


There are two distinct purposes for which cost-of-living figures 
have been invoked in an attempt to arrive at wage settlements. The first 
has to do with adjustments of wages to changes in price levels. The 
objective is a steady rate of real wages. The second purpose is the more 
fundamental and the more elusive one of determining a “fair” or a 
“living” basic wage. The former presents a pretty problem for the 
Statistician; the second will long trouble the social philosopher. 

Rapidly rising prices and a disorganized labor market in 1917 and 

* Elma B. Carr, “The Use of Cost-of-Living Figures in Wage Adjustments,” 


Bulletin of the United States Bureau of Labor Statistics, No. 369. Government 
Printing Office, Washington, D.C., 1925. 
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the years immediately following made both employer and employee 
eager to find some method for automatically adjusting wages to in- 
creased living costs and for stabilizing the employment situation. Un- 
ions demanded a revision of existing contracts in the light of the un- 
foreseen circumstances, and employers, pressed by the competition for 
workers, were sympathetic toward any arrangements which would curb 
the runaway market. The first adjustments of wages to changes in the 
cost of living were crude and makeshift, and the majority of them re- 
mained so to the end. There were notable instances, however, in which 
well-thought-out plans were put into effect. Various federal boards and 
commissions charged with wage policy prescribed periodic adjustments 
of wages to cost of living in accordance with the index number of the 
Bureau of Labor Statistics. Among the private agencies the printers in 
Chicago and New York went farther than any other trade in perfecting 
the machinery by which adjustments of a basic wage to changing 
prices should be made. 

Even when the employers were willing to adopt the principle there 
was no end of trouble in working out the details. One of the chief diffi- 
culties lay in finding an index number which would be significantly 
representative of changes in the budget of a particular group of work- 
ers. The Bureau of Labor Statistics did much to solve this problem 
by making available to the important industrial centers at quarterly 
intervals an index number based on changes in retail prices of the items 
entering into a carefully constructed budget. This served as a guide 
in the majority of important cases. The figures of the National Indus- 
trial Conference Board were also widely used. There existed, however, 
a considerable degree of suspicion regarding the validity of these gen- 
eral studies for fixing wages in particular instances. Individual em- 
ployers, especially if located outside the large cities for which special 
studies were made, frequently preferred to rely upon “general informa- 
tion.” Judge Alshuler, the government arbitrator for the packing 
industry, refused to commit himself to the exclusive use of any one 
index number. He appears to have arrived at an estimate of changes in 
the cost of living as a result of general impressions. Another fertile 
field for dispute developed over the question of the time at which these 
adjustments were to be made and the basic wage to which the calcula- 
tions were to be applied. 

In general it may be said that the principle of the revision of 
wages according to changes in cost of living worked much more smooth- 





COST-OF-LIVING FIGURES IN WAGE ADJUSTMENTS 527 


ly in the period of rising prices than during the depression following 
the war. Unions which had accepted it when wages were being in- 
creased protested vehemently when it was applied to a reduction. The 
reason for this is not attributable entirely to the opportunistic charac- 
ter of trade-union bargaining, nor is the remedy to be found in repeat- 
ing platitudes. The employer had more to gain from the cost-of-living 
principle in the period of feverish business activity than had the work- 
ers. Organized labor was in a position to impose extreme demands if it 
chose. The device of the cost-of-living indicator was accepted as a rea- 
sonable rule under which production could be maintained when more 
familiar guides failed and when an appeal to patriotism deterred the 
unions from pressing their full economic advantage. A fall in real 
wages occurring in a period of rising prices has appealed to most arbi- 
trators of disputes as a valid ground for a proportional increase in 
money rates. 

In a period of falling prices the situation is not so simple. Other 
considerations, such as the financial condition of the industry and seri- 
ous unemployment, may sanction drastic cuts; while on the other hand 
arbitrators, in the absence of a specific agreement regarding the opera- 
tion of the cost-of-living figures, are loath to authorize reductions 
which threaten established standards of living or take from workers 
everything they have gained in the period of prosperity. The exigen- 
cies of the particular case, rather than principles of social justice, de- 
termine the decision in a period of depression. Specific clauses provid- 
ing for cost-of-living adjustments are rare in recent trade agreements, 
although the argument of changes in price levels is still widely used in 
most important wage negotiations. 

The second purpose for which cost-of-living figures have been 
used, that of defining a “fair,” “just,” “reasonable,” “American” wage, 
raises quite a different set of problems. These terms are part of the ac- 
cepted vocabulary of labor leaders, arbitrators, commissioners of labor, 
and government officials. As an ethical principle, the “American 
standard of living,” or the “fair wage” is generally admitted as desir- 
able and valid by all parties to wage disputes. The unanimity vanishes, 
however, when specific content is put into the idea. To the union, the 
living wage is a “comfort wage,” a “saving wage.” The concept is a 
dynamic one. It ties up with labor’s claim to a progressive standard of 
living. In sustaining his position the spokesman for the union presents 
elaborate budgets showing in detail what it costs a worker to live. Re- 
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cently these itemized statements have been based on the quantity and 
cost-budget studies of the United States Bureau of Labor Statistics. 
The employer is usually less specific. He adopts the position that 
wages should be fair, but that he is already paying a “living” wage. In 
general he has been more willing to apply the cost-of-living index num- 
ber to changes in existing rates than to go back of these rates and de- 
termine a basic living wage according to the findings of the cost-of- 
living studies. 

In defining the living wage the employer and the employee are free 
from the responsibilities which confront the arbitrator when he is 
forced to put content into the idea. He characteristically accepts it as 
axiomatic in principle, but if wise and experienced he evades the neces- 
sity of exact definition. The pronouncements of the War Labor Board 
on the subject neatly illustrate the careful stepping required. Its first 
statement of principles explicitly granted “the right of all workers, in- 
cluding common laborers, to a living wage.” This was elaborated to 
mean such a wage as “shall insure the subsistence of the worker and 
his family in health and reasonable comfort.” On July 31, 1918, it was 
found necessary to modify the above principles by the following state- 
ment: “The Board should be careful in its conclusions not to make 
orders in this interregnum, based on approved views of progress in nor- 
mal times, which under war conditions might seriously impair the pres- 
ent economic structure of our country. Thut the declaration of our 
principles as to the living wage and an established minimum should 
be construed in the light of these considerations. That for the present 
the board or its sections should consider and decide each case involving 
these principles on its particular facts and reserve any definite rule of 
decision until its judgments have been sufficiently numerous and their 
operation sufficiently clear to make generalization safe.” The Board 
considered many specific instances and was guided to a considerable 
extent by a standard-of-living study conducted by the Bureau of Labor 
Statistics, but generalization never became safe. 

The Railway Labor Board has also had its share of trouble with 
the living-wage concept. It is charged by law to fix wages which are 
“just and reasonable.” The unions have tried to introduce their defi- 
nition of a living wage under this clause. This the Board has always 
refused to accept. The crisis came in the Maintenance of Way Em- 
ployees case, when the chairman, in his supporting opinion, denounced 
the living wage as “an abstract principle based on makeshift and guess, 
and utterly impracticable”; as one which “would not give the just and 
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reasonable wages which the law contemplates”; as a covert scheme for 
forcing the roads into government ownership; and as an altogether un- 
reasonable request in time of general depression and readjustment. 
In spite of the canny policy of boards of arbitration regarding the 
definition of a living wage, the cost-of-living figures have played an im- 
portant part in their decisions. In the majority of cases they have 
served as a general principle and rough guide in determining a basic 
wage. They give content to the popular bias in favor of a wage which 
affords a decent life to the humblest worker. Although no arbitrator 
and few minimum-wage commissions have established wages in exact 
accordance with budgets presented, such detailed pictures of a min- 
imum standard of living have not been without their educative effect. 
They demonstrate broadly the actual conditions of life imposed by 
given wage rates and create a sympathetic attitude toward getting as 
much as possible for the lower-paid groups. In practice this has not 
meant revolutionary changes; rather it has tended to standardize the 
highest going rates. Arbitrators have frequently used the living-wage 
argument as justification for raising the wages of the unskilled and 
poorly paid in greater proportion than those of the more favored work- 
ers. As a principle which has received considerable current support it 


aids the arbitrator in advancing wages or preventing their serious de- 
crease. It attracts attention to the problem of standards of living al- 
though the implications of the principle are not fully thought out. 


To summarize the recent experience, one finds that cost-of-living 
figures have been a valuable guide in arriving at wage policy in a pe- 
riod of rapidly rising prices when the object is to maintain real wages 
at an established level. The same application in periods of falling 
prices has met with less success. Organized labor has strongly opposed 
such reverse action, and it is significant that the cost-of-living adjust- 
ment clause has been dropped from the recent agreement of the print- 
ing trades. The use of budgets defining living costs and standards has 
been urged by unions and accepted as a guide to decisions by min- 
imum-wage boards and industrial arbitrators. They have not, how- 
ever, been adopted literally in practice. Nevertheiess these detailed 
pictures of standards of living are powerful and effective arguments 
in securing increased wages or in mitigating wage cuts, especially for 
the very low-paid groups. 

HELEN FIsHER HOHMAN 

University or CHICAGO 
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History of Australian Land Settlement, 1788-1920. By STEPHEN 
H. Roserts. Australia: Macmillan and Melbourne Uni- 
versity Press, 1924. Pp. 427. 215. 

This ambitious volume is a valuable addition to the growing list of 
research monographs on Australian economic and social history writ- 
ten by Australian scholars during recent years. Time was when a 
would-be student of affairs in the Antipodes had to be content with 
colorless compilations of government officials or the hasty impressions 
of globe-trotters. But within the past fifteen years the Australian uni- 
versities have built up strong departments of economics and kindred 
subjects, systematic research has been begun, and an authoritative 
body of literature on Australia’s interesting economic and social ex- 
periments is being made accessible. 

Mr. Roberts could have chosen no more important subject than 
the story of the alienation and settlement of a continent, and although 
his general conclusions do not differ materially from those reached by 
earlier writers, he has filled in important gaps, added detail to the pic- 
ture, tapped important new documentary material, seen the wood as 
well as the trees, and presented his results in a lively style—sprinkled 
with picturesque, almost purple, patches—not usually associated with 
works on land tenure. Finally, he has illustrated his story with over 
ninety maps and charts, most of them brand new ones of his own pro- 
duction, which alone are well worth the cost of the book. 

To North American readers the story is of interest partly because 
the determination to make a British settlement in Australia was one of 
the results of the American Revolution and partly because of the 
marked differences between the American and Australian policies of 
land alienation. Sydney was settled in 1788 almost solely because the 
North American colonies were no longer available as dumping-grounds 
for the overflow of the British jails, and for twenty years there was no 
thought that the new colony should be anything but a penal settle- 
ment. But once the mountains in the east had been crossed and a vast 
natural pastoral area had been discovered beyond, it became evident 
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that here was a heaven-sent home for the production of the wool re- 
quired by the greedy looms of Yorkshire. Hence by 1850 the south- 
eastern one-third of Australia had become a vast sheep run, carrying 
15,000,000 sheep; by that date the continent was supplying nearly 
half the wool imported into Britain, and the “squatters” (or ranchers, 
as they would be called in America) were tightening their grip on areas 
which were needed later on for closer arable and dairy settlement. 
After the gold rush of the 1850’s agriculture began to receive attention, 
thanks to the growing local market, the construction of railways to 
compensate for the lack of navigable rivers, and the coming of cheap 
shipping freights. Refrigeration in the early eighties opened up an 
overseas market across the equator for perishable products, and so it 
was possible to develop the meat, dairy, and fruit industries. Austra- 
lia’s eggs are therefore no longer all in one basket, and if the recent 
experiments in cotton-growing are successful Australia will rival the 
United States in the diversity of its rural production. But climatic 
conditions will always condemn nearly two-thirds of the continent to 
more or less sparse pastoral occupation, with closer settlement limited 
to the coastal fringe or isolated irrigated oases. 

The development of land policy was dominated by three outstand- 
ing factors: 

1. The failure of early free grants of land discredited the system 
of alienation which in North America produced the homesteader. Free 
land has therefore scarcely ever been a bait to catch immigrants. In- 
stead, the policy of sale, either by auction or at a fixed price of about 
five dollars an acre, has prevailed for nearly a century, and at times 
Australia was the dearest land market in the New World. It is prob- 
ably true that, quality for quality, farm land is much dearer today in 
Australia than in North America. 

2. When the arable farmer came he found the pastoralist in pos- 
session of all the best land; true, the sheep king’s tenure was usually 
only leasehold, but there were ways in which he could pick out the eyes 
of his holding, secure freehold where he needed it, and thus place a 
high barrier across the path of the invading farmer. Hence Australia’s 
land history is in large measure one of bitter struggle between squatter 
and selector, between wool and wheat, and every effort of the various 
governments to favor the establishment of a “sturdy yeomanry” has 
met with scant success. Slowly, laboriously, by land taxation, by gov- 
ernment repurchase for closer settlement, and by the granting of less 
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generous pastoral leases the sheep stations have been pushed farther 
inland, to the lands of scanty rainfall where it needs 10 to 20 acres to 
feed a sheep, and the coastal belt has been handed over to the dairy, 
fruit, or wheat producer. But the failures have been many, the cost 
great, and since all the good land of the continent is already occupied 
the further extension of settlement is likely to be slow and expensive. 

3. Australia has had very little experience of the land-grant rail- 
road system. She refused to give land to individuals, and therefore 
could not give it to railroad companies. Instead she preferred to bor- 
row money in London and build the lines as state enterprises; hence 
over a billion dollars of her national debt consists of railroad construc- 
tion costs. Whether she would have developed more quickly had she 
adopted the North American plan is a topic that will be debated till 
Doomsday ; but in view of the smallness of her population and the dis- 
tance from Europe, it is probable that private capitalists would have 
demanded harder terms than those they asked of the United States, 
and the few private lines operated in Australia are certainly poor argu- 
ments for private enterprise under Australian conditions. 

Like North America, Australia is today faced with the fact that 
she has no more good land waiting for occupation. The lavish aliena- 
tion of two continents was one of the greatest features of the nine- 
teenth century, but the memory of those spacious days is growing dim 
and the task of the next generation is partly to push the frontier out a 
little here and there, but far more to turn to the intensive use of areas 
already occupied. How slowly and at what great cost this task will be 
accomplished is clearly shown in Mr. Roberts’ comprehensive survey 
of the Australian story. 

H. HEATON 

QUEEN’s UNIverSITY, Kincston, ONTARIO, CANADA 


History of Economic Progress in the United States. By W. W. 
JENNINGS. New York: Thomas Y. Crowell Co., 1926. Pp. 
xvi+819. $4.50. 

In these days of increasing emphasis upon economic factors in 
history a- writer who consciously attempts another version of the 
events of our national life is sure of an attentive, if somewhat sur- 
prised, audience. This generous volume expresses Professor Jennings’ 
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belief that economic history is not “materialism or the economic in- 
terpretation of history.”” He observes in the Preface that “economic 
life is usually complex and varies markedly from time to time,” and, 
further, that “political, religious, economic, and social motives are 
often inextricably mixed, and the historian needs to be broad-minded.” 

The author’s success in avoiding the snare which he fears is com- 
plete. No taint of economic determinism clings to his analysis. For 
example, canals before 1817 are given but one paragraph, in the first 
sentence of which Professor Jennings’ conception of their function is 
compressed into these words: “Still another method of travel was by 
canal.” Nor are railroads treated in a narrow, materialistic vein. They 
seem to have appeared originally in response to the type of desire 
which Veblen described more fully in his Theory of the Leisure Class, 
for Jennings states briefly that “the success of the English naturally 
stimulated the Americans” before he passes to statements of the length 
of trackage of the various early lines. Later, the railroads seem still 
to have been principally the instruments of the will of the people to 
travel, for, except for a brief mention of discrimination, the trans- 
portation of commodities by rail before 1900 is not discussed. It is 
valuable to know, however, that “a trip from New York to the Missis- 


sippi in the fifties required ‘seven bodily transfers from one car to 


another.’ ”’ 


The emphasis on political, religious, and social factors which is 
foretold in the Preface is nowhere conspicuous, for the pressure of 
facts is so great that space for interpretation of any sort is at a pre- 
mium. Evidence of the author’s surviving interest in the higher things 
of life appears again and again, however. He campaigns against waste 
with the accusation that “we are returning to our former bad habits, 
and, in spite of high prices of foodstuffs and of actual starvation, we 
throw good food in the garbage can because we think it stylish to leave 
a little on our plates, or because we are already surfeited,” and ‘“Per- 
fectly good clothing is stored in attics or cellars or burned when it 
might be turned over to charitable organizations so that others might 
profit to some extent by our prodigality.” With similar fervor he at- 
tacks another ill of modern American society: “If every betrayer of 
a girl were compelled to marry her, if she were willing, or serve a 
lengthy prison term rather than pay a fine, vice of this sort would be 
reduced.” And finally he charges against war itself: “With the appli- 
cation of the teachings of Christ in the affairs of men and of nations, 
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and with compulsory arbitration of disputes between nations, this relic 
of heathenism will be forever buried.” 

There undoubtedly has been a tendency in American historical 
writing, both economic and political, to overestimate the significance 
of well-known national figures. Professor Jennings has freed himself 
from this tradition as well. Hamilton’s Report on Manufactures is 
summarized concisely, without prejudicial reference to its author’s po- 
sition or reasons for making the report. In fact, the reader gains a 
novel impression of Hamilton as a scholarly recluse and independent 
student, for his official connections and responsibilities are not re- 
vealed until other subjects have been treated and some fifty pages of 
Professor Jennings’ History have been traversed. 

In planning the volume, the author has attempted two improve- 
ments on other texts in the field. By including a large amount of con- 
temporary material for the earlier years he has hoped to make the use 
of a separate book of readings unnecessary, and he has “tried to or- 
ganize the book in such a way that the teacher who prefers to finish 
the entire volume in well-marked periods may do so, and the teacher 
who would rather take a class completely through a certain subject 

. may do that.” Even a volume of eight hundred pages cannot 
contain everything. In this space more incidents, figures, and dates 
are collected than any other existing textbook in the field holds, but it 
was not possible for the source material to reach similarly encyclo- 
pedic dimensions. The quotations taper off in the pages given to the 
period from the Revolution to the Civil War, and almost disappear in 
the rest of the book. The plan of treating subjects separately has been 
consistently carried out—for instance, one chapter is called ““Develop- 
ment of Agriculture, 1861—1900”’—as it has been also in the texts by 
Bogart, Faulkner, and others. 

Style, too, has been carefully considered, and one has been chosen 
which will “interest the business man and the general reader” as well 
as the usual college and university classes. In pursuing this aim a 
brevity and compactness have been attained which are unusual even 
in this field, and by which alone the aggregate of facts presented could 
be compressed into one volume. This may be illustrated by a sentence 
on internal commerce: “Gulf and Pacific ports, too, showed decided 
gains, as did lake ports, especially Buffalo and Detroit” (p. 495), and 
by the following self-contained paragraph from page 351: “In all 
probability interstate commerce alone amounted to $2,000,000,000 in 
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1850—perhaps more—and to $3,500,000,000 in 1860. It was far 
more valuable than the foreign trade.” 

The teacher of economic history who contemplates the use of the 
volume as a text will undoubtedly wish to know how the author util- 
izes it in his own classes. The extensive index (41 pages) is clearly 
invaluable for checking statements made in students’ papers, but the 
place of the volume in the daily routine of a semester or year course 
is not so obvious. It is to be hoped that the author will supplement it 
with an explanatory pamphlet of questions and subjects for the in- 
structor’s use. 

The philosophy underlying the historical recital is expressed ef- 
fectively by the author himself in the final paragraph of the volume: 
“America, with her wonderful resources and versatile people, by prop- 
er conservation of material resources and life and by more equitable 
distribution of the opportunities and rewards of life, can do away with 
radicalism and make this the greatest Christian nation of all time.” 


A T 
Mount Horyoxke CoLiece ALzaDA CoMSTOCK 


Psychology in Advertising. By AtBEert T. POFFENBERGER, 
Pu.D. Chicago and New York: A. W. Shaw Co., 1925. 
Pp. xix-+-632. $6.00. 

In this volume Professor Poffenberger has given us a system- 

atically organized and readable survey of the advertising enterprise, 
as studied from the standpoint of the-consumer, his desires, and the 
process of satisfying them. The author admits at the start that a good 
many advertising men are skeptical about the value of psychology for 
their art, and this book may be regarded as an answer to that skepti- 
cism, which usually is due to a misapprehension. 
There is still a strong tendency to look upon psychology as a detached kind 
of study engrossed with speculation about mind and matter, souls and 
spirits. But a striking change has taken place within the science of psy- 
chology in common with like changes in all the other sciences. Each has 
been forced to withdraw from its detachment and exclusion and set up its 
laboratory in the midst of the problems of practical life, and to contribute 
to the solution of these problems wherever possible. 


Professor Poffenberger justifies his adoption of this viewpoint by 
giving a presentation of the field which is not only scientifically valu- 
able, but is practically illuminating and suggestive. Moreover, he de- 
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scribes the consumer’s mental processes in non-technical language, 
and in a fashion so straightforward and “sensible,” that the reader 
who believes himself hostile to anything labeled “psychology” is quite 
likely to find his criticism disarmed. 

There are three general ways in which psychology can make def- 
inite contributions to advertising: (1) by examining the laws of men- 
tal life, such for example as the springs of human behavior, the laws 
of perception, memory, etc., and observing their bearing on the adver- 
tiser’s task; (2) by pointing out the definite ways in which individuals 
vary within the limits of, or deviate from, these general laws; (3) by 
describing and illustrating the methods of measuring behavior which 
psychologists have developed and have successfully applied to adver- 
tising problems. While it is the last of these three which is most im- 
portant, and which is most conspicuous in the treatment, contribu- 
tions of all three sorts are skilfully co-ordinated into a well-balanced 
and coherent presentation. 

That psychological principles, viewpoints, and methods are highly 
serviceable to advertising cannot be doubted when one surveys the 
imposing and growing array of scientific studies by psychologists and 
by advertisers using a distinctively experimental technique. Most of 
these studies were occasioned, directly or indirectly, by calls from the 
advertising specialist, although some very significant investigations 
were made on quite different problems. Dr. Poffenberger’s selection 
and presentation of these materials has been judiciously accomplished. 
Tables and illustrations, while numerous, are subordinated to the 
text; and frequent summaries and interpretations enable the reader to 
appreciate their significance. 

The topics discussed in the twenty-four chapters are in general 
what one would expect to find in a book with this title: the appeal; 
human desires and their relative strength; methods of measuring their 
relative strength; questionnaires; attention; influence on attention of 
magnitude, of repetition, of location, of color and illustration; percep- 
tion and discrimination; comprehension; feelings; feeling-tone of 
lines and forms, of type-faces and their arrangement, of colors and 
color combinations, of language; memory and methods of measuring 
memory values; knowledge of trade-names; belief and conviction; 
mechanism of the response; group and class differences. But their 
treatment is by no means hackneyed; and one is continually finding 
things out of the usual run; for example, the chapter on public intelli- 
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gence and its bearing on the advertiser’s choice of words; the more 
than usual attention to questions of individual differences; some in- 
teresting studies on the feeling-tone of words and syllables; the reason 
why truthful advertisements are sometimes not believed; helpful sug- 
gestions on the construction of questionnaires. And the list might be 
indefinitely extended. 

In an appendix are listed nineteen psychological methods, with 
page references to their description and application. A “complete” 
list of references on psychology in advertising will be found helpful; 
although one wonders about the propriety of the word “complete” 
when he notes the omission from the bibliography not only of several 
references cited in the body of the book, but of such a book as 
Starch’s “Advertising” (1914). 

Professor Poffenberger has rendered a real service, not only to 
teachers of advertising and business psychology, but to the advertising 
specialist and the general reader. The volume should render excellent 
service as a textbook. It should serve also to increase the respect of 
the practical advertiser for scientific measurement methods. It would 
not be at all surprising if it should stimulate some advertising man to 
venture a little experimental investigation on his own account. 


Forrest A. KINGSBURY 
UNIVERSITY OF CHICAGO 


Psychology in Business Relations. By A. J. Snow. Chicago: 
A. W. Shaw Co., 1925. Pp. xv-+562. $4.00. 

There are a number of well-known books on the psychology of ad- 
vertising and on the psychology of salesmanship. Even more numer- 
ous are the practical discussions of problems and technique in these 
fields of business—extended treatments in books as well as innumer- 
able articles in magazines for business men. The literature contains 
quaint mixtures of established fact and fantastic belief, of armchair 
speculation and carefully tested conclusions, of simple common sense 
disguised as science, and of scientific principles strained to the break- 
ing-point in the effort to make them fit common-sense situations. It is 
no easy task to extract from this array of material those parts which 
are of value and which combine to give a fairly complete view of the 
problems and of our knowledge concerning them. Dr. Snow has at- 
tempted this feat and, considering the difficulties, he has done a com- 
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mendable piece of work. In this case even a reasonably good book is 
extremely valuable, since there is probably no other which covers the 
same extensive territory and serves so well to give a bird’s-eye view of 
the smaller fields dealt with in numerous other works. 

The present book is divided into five parts, the first four of which 
are entitled, respectively, “Psychology of the Consumer,” “Psychology 
in Marketing,” “Psychology in Advertising,” and “Psychology in Sell- 
ing.” (Part V will be treated later.) As these headings themselves 
suggest, there is considerable overlapping and repetition of material 
in the several parts. Part I contains an elementary discussion of hu- 
man nature, types of activities, and the mental processes involved in 
buying. Part II continues the description of the psychology of the 
consumer, with emphasis on the habits and desires which determine 
demand. Objective influences which control demand are also treated 
at length— influences of price, advertising, and selling devices, store 
location and policy, and so on. Part III presents the traditional mate- 
rial of “attracting attention,” “securing interest,” “creating mental 
habits” (impressing the memory), “securing conviction,” and “pro- 
ducing action.” The different forms of medium and the different types 
of advertising are also considered. Part IV likewise gives the usual 
description of the sale in steps closely similar to those discussed under 
advertising. Chapters are also devoted to “the customer,” “the sales- 
person,” “the store,” and “the professional buyer.” 

All the foregoing topics are treated in a clear, practical, and com- 
mon-sense way. While the field covered is so extensive that the author 
finds it impossible to enter into many details which appear in special 
volumes on advertising, retail selling, and the like, he does succeed in 
touching a remarkably large number of problems and in indicating 
some useful analysis of each. This somewhat sketchy treatment is un- 
fortunate, however, in that it places so little emphasis on empirical 
methods and on actual results of investigations. From the point of 
view of college teaching, the reviewer considers this particularly seri- 
ous, since he believes that the most valuable outcome of courses in 
this field is a clear appreciation of the scientific method in attacking 
advertising and selling problems. 

There is a fifth part to the book—tacked on somewhat illogically, 
and apparently as an afterthought. It is called “Psychology in Em- 
ployment.” This is, on the whole, the least adequate part of the book 
both as to organization and as to contents. However, it contains some 
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interesting parts, notably a description of the author’s own work with 
psychological tests for taxicab drivers. Almost no attempt is made to 
link this employment material with earlier portions of the book. 

This volume, as the title suggests and the preface declares, is of- 
fered as a study of “all the branches of business psychology.” It 
clearly is not that. There is no material, for example, on such im- 
portant divisions of the field as work and fatigue and the psychology 
of training and motivation. Moreover, the book contains many sec- 
tions that can only remotely be called psychological at all—discussions 
of “types of retail selling agencies,” the technique of “merchandising,” 
“types of medium,” “classification of advertising,” “general methods 
of employment.” 

The book is to be judged, however, for what it is, rather than for 
what the title and preface suggest it is. In the estimation of the re- 
viewer, the volume is a useful assembly and reorganization of scattered 
discussions and analyses of the human side of advertising and selling. 
As such it is a valuable book with which most students of marketing 
and of business psychology will want to be acquainted. Business men 
who read in this field will find it equally worth while. For both it pro- 
vides a good introductory survey. 


” 


ARTHUR W. KoRNHAUSER 
UNIVERSITY OF CHICAGO 


Seventy Years of Life and Labor. 2 vols. By SAMUEL GOMPERS. 
New York: E. P. Dutton, 1925. Pp. xxxiv-+557; xxvii 
+629. $10.00. 


Seventy Years of Life and Labor is Mr. Gompers’ autobiography 
—from the early 1850’s to the close of 1923. In an appendix Miss 
Thorne, who, as most competent research assistant, assembled much 
of the data for Mr. Gompers, brings the story down through the 
months of 1924 to her chief’s death and burial. 

The student of the American labor movement will find these vol- 
umes not well organized. Things he will need to put together for his 
use will perhaps be found scattered more or less through two, or even 
three, chapters. It must be said, however, that an autobiography can- 
not be written entirely around problems; much of it must proceed 
more or less chronologically. Nevertheless, in making the necessary 
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compromise between the two possibilities indicated, the organization 
could have been improved upon. Here and there errors will be found 
in statement of fact. Most important, not a little within the experience 
of Mr. Gompers and quite material from the point of view of the stu- 
dent and the historian has not been incorporated in the story. Numer- 
ous examples of this might be given. As one more or less familiar with 
the labor movement reads on, it becomes evident that Mr. Gompers 
was extremely careful to say nothing that might reflect upon any 
“regular” present-day labor leader or that might indicate differences 
of opinion within the main movement or make for dissension. He 
wrote as the roo per cent trade-unionist he was, not as a historian or a 
neutral student of the labor movement. 

While the historian and the student of the labor movement will 
wish the book were somewhat different in the respects indicated, they 
will welcome it as an important and interesting contribution. They 
will appreciate the service rendered them by Mr. Gompers, who de- 
voted time to preparing the manuscript when his health was failing 
and when his day’s work would have been very heavy for a man in the 
prime of life. 

The contribution made in Seventy Years of Life and Labor lies in 
part in detail shedding new light on certain situations and the steps 
taken to meet them. It lies for the most part, however, in the picture 
of Sam Gompers, trade-unionist second to none, group leader second 
to none in effectiveness, American second to none in loyalty to, and 
appreciation of, American institutions, as he developed and applied 
himself most industriously to the causes in which he became interested. 
The reader will end his reading of the two volumes with added facts 
of importance, with a better insight into how the main branch of our 
labor movement was shaped and colored, and with a deeper appre- 
ciation of Samuel Gompers because of his absolute frankness and fear- 
lessness in presenting and standing for labor’s cause, his sterling hon- 
esty, his personal sacrifice and unhesitating rejection of numerous op- 
portunities to make money, and his common sense and capacity for 
building on solid ground. The reader will certainly have become inter- 
ested in the réle played by one of the really outstanding men who have 
found place in American life during the last fifty years. 


H. A. MILiis 


UNIVERSITY OF CHICAGO 
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Elements of Accounting. By FREDERICK W. WoopBRIDGE. New 
York: The Ronald Press Co., 1925. Pp. xi+-700. $4.00. 

“In this volume the author has endeavored to develop the ma- 
terial for a one-year elementary course in accounting which empha- 
sizes the relations existing between accounting, economics, and the 
various subjects now being taught in colleges of business administra- 
tion.”* The need for such a book is urgent. The difficulties in prepar- 
ing it, as regards both content and method of presentation, are much 
greater than in the advanced, technical treatises. 

Judged on the basis of topics discussed, the volume is, for its 
avowed purpose, an improvement over any other single book now 
available. The usual content of the elementary text is adopted, modi- 
fied and supplemented, however, by attention to the nature of busi- 
ness operations and the managerial uses of business data, and flavored 
occasionally by references to economic theory. Although relatively 
little that is new, either in point of treatment or content, is introduced, 
a useful assembling and organizing of material has been accomplished. 

The proper scope of such a survey treatise in accounting will obvi- 
ously be a matter of varying individual opinion. But the scant notice 
accorded principles of valuation can scarcely meet with general ap- 
proval. Further, although the most important single use of accounting 
is found in the internal control of business operations, the restriction 
of the discussion to that field—though typical—is unfortunate. The 
services of accounting in government and in non-profit institutions 
and its uses as a tool of social control are too significant to be ignored. 
On the other hand, the subjects of partnership and corporation ac- 
counting are unduly expanded. 

By way of specific comment, many points of interest might be 
cited, only a few of which space will allow. The discussions of busi- 
ness organization and operations are undoubtedly in order, as are also 
the chapters on production accounting, interpretation of statements, 
current operating reports, and graphic presentation. Of great assist- 
ance to the student are the numerous illustrations and the charts, 
though it is to be regretted that the graphic method was not utilized 
even more extensively. One hundred and thirty-five pages of ques- 
tions and problems provide ample concrete laboratory material. In 
the development of the theory of debit and credit the discussion savors 
too much of “how” and too little of “why,” and adopts the erroneous 


* Author’s Preface, p. v. 
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treatment of gross income and expense as temporary increases and de- 
creases in proprietorship. In setting forth the interrelations of ac- 
counting and economics, too much emphasis is given to distribution 
among the economic factors of production, an analysis which cannot 
be carried over bodily into accounting, and far too little consideration 
is accorded that important borderland—valuation. 

Those who are confronted with the problem of a survey course in 
accounting will be grateful to the author for recognizing the need and 
contributing to the development of useful text material. 

T. O. YNTEMA 


UNIVERSITY OF CHICAGO 


Life Insurance. By JosEpH B. Maciean. New York: Mc- 
Graw-Hill Book Co., 1924. Pp. vii+423. $3.50. 

This book is the first of the McGraw-Hill insurance series that is 
being published under the editorship of Professor Ralph H. Blanchard. 
Mr. J. B. MacLean, the author, is primarily a practical insurance man 
and secondarily a teacher of insurance at Columbia University. There- 
in lies both the strength and the weakness of this book. 

Mr. MacLean introduces the reader to the contents with the fol- 
lowing statement: 

This book is an exposition of the principles and practices of sound life 
insurance, sufficiently complete to give a clear conception of the business as 
a whole, but not so exhaustive as to be of use only to the specialist. Its pur- 
pose is to present a practical and non-technical explanation of this business 
to meet the requirements of college students, of employees in life insurance 
companies both in the home office and in the field, as well as of other stu- 
dents of the subject. Other books in the field are either too elementary or 
too highly technical to meet this need. 


To accomplish these objectives the author presents in the first 
chapter some notion of the theory of life insurance and a comparison 
of the assessment system of paying premiums with the level plan, de- 
ciding rather emphatically in favor of the latter. Next, the reader is 
given a chapter dealing with the legal organization of life insurance 
companies. This is followed by a discussion of various kinds of life in- 
surance policies. Then the reader is presented a picture of the mortal- 
ity table. On the basis of this discussion the methods of determining 
premium rates are considered. The author follows this by two chap- 
ters on life insurance company reserves. Chapters are next presented 
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dealing with some of the provisions contained in life policies. Follow- 
ing these chapters attention is given to the assets of life insurance com- 
panies and their annual statements. Finally, discussions are presented 
on such miscellaneous subjects as disability benefits, group insurance, 
internal organization, regulation and taxation, legal aspects of life in- 
surance, and the historical development of life insurance in the United 
States. 

Although some of the chapters in this book are admirably pre- 
sented and organized, the book as a whole adds very little to the cur- 
rent literature on life insurance. Its distinctive characteristic is the 
fact that it has been written by a person who has been thoroughly 
oriented in the “practical” side of insurance. The point of view and 
the attitude taken in discussing controversial questions is almost en- 
tirely that of an official of a life insurance organization. Even the order 
of most of the chapters is in terms of a balance sheet, the first group of 
chapters dealing primarily with the liabilities of a life insurance com- 
pany and the last dealing with the “nature of the assets and the value 
placed upon them.” The chapters which add somewhat to the existing 
information on life insurance are those dealing with life insurance re- 
serves, insurance of substandard risks, and the making of annual state- 
ments for life insurance companies. 

S. H. NERLOVE 

UNIVERSITY OF CHICAGO 


The Federal Intermediate Credit System. By CLAUDE L. BEN- 
NER. New York: The Macmillan Co., 1926. Pp. xviii+ 
375. $2.50. 

As stated by the author, the purpose of this study, which is one of 
the Institute of Economics series, is to explain the origin of the Agri- 
cultural Credits Act of 1923, which set up the federal intermediate- 
credit system, to point out its place in the general financial structure, 
and to judge its effects on the banking system, with particular refer- 
ence to rural banking practice. Part I deals with the significant 
changes in agriculture, such as the increased use of capital, the rela- 
tively smaller number of laborers, etc., and outlines the developments 
up to the passing of the Act in 1923. Part II outlines the organization 
of the federal intermediate-credit banks, which were designed to sup- 
ply “intermediate credit,” six months to three years, thus bridging the 
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gap between the short-time accommodation of the commercial banks 
and the long-time credit supplied by the farm loan institutions. The 
various institutions which may use the intermediate credit system are 
discussed, and the whole scheme is evaluated. The author concludes 
that country banking practice has not been greatly changed by the 
intermediate-credit system, but that the system can furnish real aid to 
agriculture by acting as an agent for the transfer of capital from de- 
positing areas to borrowing ones. This service, he believes, should be 
particularly valuable in times of credit stringency. The conclusions of 
the author appear to be well founded and of considerable weight, al- 
though the system is too young for final judgment to be passed on its 
efficacy. On the whole, the book appears to have been very carefully 
done and gives one a good grasp of the agricultural credit problem in 
the United States and of the most recent developments in attempting 
to meet it. 


The Branch-Banking Question. By CHARLES WALLACE COoL- 
Lins. New York: The Macmillan Co., 1926. Pp. xi+-182. 
$1.75. 

The paucity of authoritative literature on the important question 
of branch banking is such that the appearance of any new material is 
of more than ordinary interest, and it is very regrettable, therefore, 
that this book contains so little to warrant such interest. To those de- 
siring enlightenment on the merits and demerits of branch banking as 
an institution the book offers little and will prove a disappointment, 
for the conventional list of advantages and disadvantages is but out- 
lined and perfunctorily discussed in the first few pages. The remain- 
der of the book is devoted to outlining and discussing the legal aspects 
of the subject, and in this respect gives an excellent résumé of the 
present situation in the United States and the developments leading 
up to it. The chief value of the book is that it brings together the 
more important facts of the branch-banking controversy in the United 
States and conveniently summarizes them. In this respect it should 
be of considerable value as a convenient reference. 





